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Managerial Finance II, FIN 401

Mid-Term Exam Preparation, W-13, Sirajum
I understand that there are many demands on your time just before the mid-term exam. And, even though you had the best of intentions, I also know that you might have left your studying until the last minute. In order to get you a little organized, I’ve pulled together a list of the major topics we covered in FIN 401 and some examples. Ideally, you should use this as a review document. The examples are easy- some of them may be too easy, but if you do nothing else, make sure you are comfortable with these topics as these are MUST KNOW. 

	Chapter Number
	Topics and slides to be reviewed from lecture
	Question Pattern

	Chapter 

1
	1. Corporate Finance questions and relevant issues

2. Financial Market

3. Agency theory and costs

4. Business Ethics

5. TVM math problems

6. All maths problems and MUST KNOWS in the lecture notes

7. All exercises and previous exams posted on the BB 

	2-3 questions

40% quantitative

 and 
60% qualitative

	Chapter  14
	1. Calculating WACC

2. Calculating the four types of growth rate of dividends.

3. Pure play and subjective approaches

4. All maths problems, MUST KNOWS and MCQ in the lecture notes
5. All exercises and previous exams posted on the BB 


	5-6 questions
80% quantitative

 and 20% qualitative


	Chapter 16
	1. Indifference EBIT

2. M&M Propositions and the Static Theory

3. Homemade Leverage and maths on BB
4. All maths problems, MUST KNOWS and MCQ in the lecture notes.
5. All exercises and previous exams posted on the BB 


	5-6 questions
90% quantitative

and 
10% qualitative 

	Chapter 17
	1. Mechanics of a Dividend (price impacts of cash and stock dividends/splits)

2. Homemade Dividends

3. Strict Residual Dividends

4. All maths problems, MUST KNOWS and MCQ in the lecture notes.

5. All exercises and previous exams posted on the BB 


	5-6 questions

90% quantitative

 and 10% qualitative 

	Chapter 22
	1. Net Advantage of Leasing (NAL)

2. Break-even Lease

3. Range of Lease Payments

4. All maths problems, MUST KNOWS and MCQ in the lecture notes
8. All exercises and previous exams posted on the BB 

	5-6 questions

90% quantitative

 and 10% qualitative



Chapter 1:Intoduction to Corporate Finance
The most important issues from chapter 1 is to have a good understanding of the TVM calculations, the corporate finance questions and the issues related to business ethics.
1. Which of the following is an example of dealer market

A) NYSE

B) TSX

C) NASDAQ

D)  A and B

E) A and C

2. Micheal Jantzi Research Association and KLD are …………….. companies that provide services related to corporate social responsibility and information

F) US 

G) Canadian 

H) Canadian and US 

I) Canadian and UK 

J) Canadian and Italian 

Straight from the book, page 13
3. Considering time and riskiness of future cash flows are key questions of 

A) Capital budgeting decision

B) Capital structure decision

C) Financial structure decision

D) Dividend policy decision

E) Both B and C
4. Which of the following statement is most TRUE

A) In Canada dividends are lightly taxed.
B) In Canada Dividend Tax Credit has a negative effective tax rate on dividend.

C) In Canada the tax on dividend and capital gains are at least 50% of the total income.

D)   Canadian government has nothing to do with tax for personal dividends, the government only charges tax for corporate dividends.

E) All of the above
Straight from lecture 1
5. Which of the following is financing decision

A) Capital budgeting decision

B) Capital structure decision

C) Dividend policy decision

D) Both A and B.

E) Both B and C.
Straight from lecture 1, 

6. Shareholders’ wealth maximization can be done by 

A) Increasing the book value of asset

B) Increasing the market value of stock

C) Increasing the number of share outstanding

D) Increasing profit

E) Paying high dividend
Straight from lecture 1, 

7. You have invested $1000 in 2012.  If it takes 20.57 years to double your investment then what is the annual interest rate you are applying? 

A. 3.3
B. 3.5

C. 4.5

D. 5.5

E. 7.2 
The rule 72.  Number of years = 72/annual rate. So, cross multiply, 72/20.57 = 3.5%
8. A Consol Bond is selling for a current quote of 60% in the market. If the government is currently paying 5%, what would be the annual interest rate on bond? 
A. 3.3

B. 3.0

C. 4.2

D. 5.1

E. None of the above.

By default the face value of a bond is $1000. The current quote is 60% = 1000x .06= $600. Government is paying 5%, which is the discount rate. So, PV= PMT/discount rate
So, 600= 1000 x annual interest rate /0.05 = 3%, Solve for the unknown annual interest rate.

9. Excessive investment to increase the firm’s size may not necessarily increase value of the firm’s stock is an example of 
A) Financial distress cost

B) Direct Agency cost

C) Profitable Capital budgeting investment

D) Indirect agency cost

E) None of the above.

Straight from lecture 1
Chapter 14:Cost of Capital
The most important issues of this chapter are:

1. Calculating WACC.
2. Calculating appropriate weights value of each sources of financing

3. Approaches taken when WACC is not the right measure.

Until now in most maths problem the discount rate is given. In this chapter you have to calculate it for yourself. WACC is the right measure only when risk of the cash flows is the same as the risk of the firm generally. Calculating WACC is easy. Just write out the formula and follow the steps to get each piece. Here is an example:

A firm has 10,000 bonds outstanding, selling at 97%. The bonds have 7 years to maturity, and pay 8% semi-annual coupons. The firm has 25,000 preferred shares and 500,000 commons outstanding. The preferred shares yield 9% and sell at par. The commons pay quarterly dividends of $0.25, and the growth rate of dividends is estimated to be 4%. The common shares are selling for $13.60. The corporate tax rate is 30%. What is the WACC Of the firm?  

1. The recipe---Write down the equation and grab each piece of information. 

WACC = re x we + rp x wp +rd x wd x (1-t)

 The Cost of Equity
re is the cost of equity, or the cost of common stock. There are two ways to get it. 
1. Either use the dividend discount model or the CAPM/SML. The DDM is: re= D1/P0 +g. Remember that D1 is the NEXT dividend, not the current dividend and also remember that the dividend is ANNUAL. In the question, current dividends are $025 quarterly, so that current annual dividend is $1.00. You need to multiply by the growth rate to get D1, in this case $1.04. So   re= [$1(1.04)/$13.60] + .04 = 11.65%

2. The SML method (which we didn’t use here) is: re= rf + B (rm – rf). Remember that the term inside the bracket is called the “market risk premium”, and rm is just called the “return of the market”. They are different, and you need to be careful about which one you are given! Also, watch out for the question disguising beta. Remember that the beta of the market is 1 (one) and the beta of a risk-free asset is 0 (zero). If you get enough information to calculate the cost of equity using both methods, then take the average of the two estimates.

The Cost of Preferred
The easiest of the three. Preferred shares are perpetuities, so the cost of prefs is just the dividend (which will be the same for all period) divided by the current price. The par value of a preferred is $100, (unless they tell you otherwise) so in this case the dividend is $9. They are selling at par, or $100, so the cost of prefs is 9%.

The Cost of Debt

Here you just fire up your calculator and calculate the yield to maturity. Watch out! Sometimes they will ask for (or give you) rates in a different form. Make sure you can flip back and forth between effective yields and yields to maturity. To get the YTM, use your calculator: 


FV = 1000


PV = -970
(97% of par)


PMT = 40
(8% of $1000 is $80. That is $40 semi-annually)


N = 14

(semi-annual periods) 


Solve YTM = 8.58% (4.289% every six months x 2 = 8.58% annually)

The Market Weights

Always use market values here. Calculate the market value of equity/debt by multiplying the number of shares/ bonds by the current price. 

MVE = $13.60 x 500,000 = $6,800,000

MVP = $100 x 25,000 = $2,500,000

MVD = $970 x 10,000 = $9,700,000

TMV = MVE + MVP + MVD = $19,000,000

Putting it all together:

WACC = .1165(68/190) + .09(25/190) +.0858(97/190)(1-.30) = 0.8420

That’s all there is to it. Conceptually, the WACC we just calculated is the required rate of return for the entire firm, or any new projects taken on by the firm AS LONG AS THEY HAVE SIMILAR RISK to the existing operations of the firm. If they do not, then alternatives are the pure play approach or the subjective approach. Never forget that the discount rate you use has to match the riskiness of the cash flows! (I feel like I’m beating this point to death, but it is really the MUST KNOW  of the chapter.)
Chapter 14 Practice Questions

1. Which of the following statements is true?

a) When calculating the WACC, it is preferable to use the book weights of debt and equity instead of the market weights

b) When calculating the WACC, it doesn’t matter if you use the book weights or the market weights of debt and equity.  Either way, you will get the same result

c) When calculating the WACC, it is preferable to use the market weights of debt and equity instead of the book weights

d) When calculating the WACC, it is preferable to use the market weight of debt and the book weight of equity

If you didn’t get this one, I’ll quit teaching and become a plumber.

2. Which of the following statements is true?

a) Corporate taxes don’t affect the cost of debt

b) Corporate taxes do affect the cost of equity

c) Corporate taxes do affect the cost of debt

d) Corporate taxes affect both the cost of equity and the cost of debt

e) Corporate taxes do not affect either the cost of equity or the cost of debt

3. 3. Glenroy has $4,000 invested in bonds of Stoddard Inc.  Jennifer owns all 1000 outstanding shares of Stoddard, with a market price of $14 per share.  Jennifer requires a 12% return on her investment and Glenroy requires a 6% return on his investment. Assuming that Glenroy and Jennifer are the only two investors in Stoddard Inc. and the corporate tax rate is 40%, what is the WACC of the firm?  

a) .1013

b) .1066

c) .1095

d) .0986

e) None of the above

WACC = (4/18)(.06)(1-.4) + (14/18)(.12) = .1013

4. Glenroy has $1000 invested in bonds of Stoddard Inc.  Jennifer has $2,000 invested in common shares of Stoddard Inc.  Jennifer requires a 12% return on her investment and Glenroy requires a 6% return on his investment.  Assuming that Glenroy and Jennifer are the only two investors in Stoddard Inc., what is the WACC of the firm? Ignore taxes.

a) .12

b) .10

c) .08

d) .06

e) None of the above

WACC = (1000/3000)(.06) + (2000/3000)(.12) = .10

5. Black Lipstick Inc. (BLI) has had dividends per share over the past four years of $1, $1.01, $1.03, and $1.06.  BLI stock is currently selling for $22.56 per share.  Using the arithmetic approach, what is BLI’s cost of equity (re)?

a) .02

b) .048

c) .068

d) .098

e) None of the above

g = ((.01/1.00)+(.02/1.01)+(.03/1.03))/3 = .0196

r = [(1.06*1.0196)/22.56 ] + .0196 = .068

Using the geometric growth rates you get g=.0196 as well, so unless you are asked to show your work, either method is the same.

6.  Hearnish Corp. is twice as risky as the market in general, at least based on the variability of its returns over the last five years.  The overall value of the market index was 1000, 1100, 1200, 1300, and 1400 at the end of each of the last five years.  The current risk free rate is 4%.  Using an arithmetic approach for determining the average return on the market, what is Hearnish Corp.’s cost of equity?

a) .16

b) .12

c) .20

d) .24

e) None of the above

Rm = ((100/1000)+(100/1100)+(100/1200)+(100/1300))/4 = 8.78%

Re = .04 + 2(.0878-.04) = .1359

Some of you may wonder why we are using “g” to calculate the return on the market. Just remember, returns are made of two parts- a dividend yield (D/P); and a capital gain yield. Since the market index is not paying a dividend, we only need to calculate the capital gain yield and that is “g”.

7. Why is the before-tax cost of debt (rd) usually unequal to the annual coupon rate on the debt, even when coupons are paid annually?

a) Because the coupons on the debt are paid before tax

b) Because the annual coupon rate on the debt is usually equal to the annual rate of return demanded by investors

c) Because the debt is normally bought and sold at par

d) Because the face value of the debt is usually unequal to the price of the debt at any particular point in time before maturity

8.  Which of the following statements is true for all risky firms?

a) The WACC is always higher than the cost of debt

b) The WACC is always lower than the cost of equity

c) The WACC is always lower than the cost of debt

d) The WACC is always higher than the cost of equity

An old exam question- I never liked it, but assuming there are equity holders, the WACC is always higher than the cost of debt. Equity holders will always demand a higher return than the debt holders, and therefore the weighted average cost of capital will be higher than the cost of debt.  

9. Which of following orders is most correct in terms of rate of return demanded by investors, from high to low?

a) Bondholders, Common Shareholders, Preferred Shareholders

b) Preferred Shareholders, Common Shareholders, Bondholders

c) Bondholders, Preferred Shareholders, Common Shareholders

d) Common Shareholders, Preferred Shareholders, Bondholders

e)
 None of the above

Not difficult really. Just think about who gets paid first in the event of bankruptcy. Who gets paid last? The common shareholders do, and if they are taking the most risk, they demand the highest return.

10.  Stockwell Night Corp. (SNC) has had dividends over the past four years of $.20, $.21, $.22, and $.23 leading up to the present time.  The current stock price is $20.  What is the cost of equity (re) for SNC?  

a) .0231

b) .0477

c) .0724

d) .0913

e) None of the above

g=(.23/.20)^1/3  -1 = .0477

re = (.23(1.0477)/20)+.0477 = .0597

Be careful with the M/C questions. Some of the “wrong” answers are actually the values you need in intermediate steps- like this problem!

11.  Firm A has had dividends over the past four years of $1, $1.01, $1.02, and $1.03.  Firm B has had dividends over the same period of $10, $11, $12, and $13.  The two firms have the same stock price.  Which of the following has the higher cost of equity (re)?

a) Firm A

b) Firm B

c) The two costs of equity are equal

d) We do not have enough information to determine whether Firm A or Firm B has the higher cost of equity or if the cost of equity is equal for the two firms.

A little tricky, but you can get it by trial and error if you have to. Since Firm B has both the higher dividend and the higher growth rate in dividends, it must have the higher cost of equity, given that both firms have the same share price.

12. A firm pays its bondholders $200,000 in interest every year.  The firm’s taxes are reduced by $60,000 a year because it can deduct the $200,000 from its income before it pays tax.  Given a before-tax cost of debt of 8%, what is the firms after-tax cost of debt?   Put another way, given that rd = .08, what is rd(1-t)?

a) .08

b) .062

c) .056

d) .042

e) None of the above

The trick here is to see that the tax rate can be deduced from the information given. Since you can deduct 200,000 and you save 60,000, the tax rate must be 30%.  After you see that, the rest is easy.  

t = (60,000/200,000) = .3

rd = .08*(1-.3) = .056

13. Annual dividends for Peachy Keen Corp. have been $2.00, $2.30, and $2.30 for each of the last three years respectively, up to the present time.  What has been the average annual growth rate in dividends in recent years?

a) .04769

b) .0724

c) .15

d) .30

e) None of the Above

Hmmm… looks familiar… [(2.3/2)]^.5 – 1 = .0724

14. Harvest Hamster Corp. has had an average annual growth rate in dividends of 5% over the past three years.  Its current share price is $40, and its current quarterly dividend is $.50.  What is Harvest Hamster’s cost of equity?

a) .0525

b) .10

c) .1025

d) .0631

BE CAREFUL! This is a tricky question. We always assume annual dividends, but the question supplies quarterly dividends. Ignore the time value of money and just multiply by 4 to get the annual dividend. Also notice how the wrong answer using the quarterly dividend is thoughtfully supplied for you…

 r = d1/P + g = (.5*4*1.05)/40 + .05 = .1025

15. Cutsey Pie Corp. expects to have a 14% ROE next year and a 40% retention ratio.  What is the expected growth rate of dividends?

a) .056

b) .084

c) .14

d) .1114

e) None of the Above

A cute little problem. As I said in class, there is a third way to get the growth rate of dividends, called the sustainable growth rate. You may remember it from FIN300 (See page 103 of FCF 6ed)

g = Retention Rate * ROE = .4 * .14 = .056

16.  Which of the following is most true?

a) The Dividend Growth Model explicitly accounts for risk

b) The CAPM is very sensitive to how accurate we are in predicting the growth rate in dividends

c) A strength of both the Dividend Growth Model and the CAPM is that both models rely on past information to predict a future rate (the cost of equity)

d) The provincial utility company has to apply for rate increases based on its “fair” rate of return

Not easy, but you can do it by the process of elimination. I suggest you practice using the CD that comes with your textbook. Lots of these brainteasers there- and practice really does help. Trust me!

17.  Hotsy Totsy Corp. has preferred shares outstanding.  The par value of the shares is $100 each.  The current price of the shares is $124.12 each.  The annual dividend rate on the shares is 12%.  What is the Hotsy Totsy’s cost of preferred stock?

a) .0630

b) .0751

c) .0967

d) .12

e) None of the above

r = D/P = (.12 * 100) / 124.12 = .0967 

trivial… More difficult questions might give you a par value different from $100. Watch out for that on the final exam.

18.  Clicketty Clakkety Corp. has 10 million common shares outstanding, currently valued at $45 each, 100,000 preferred shares outstanding, currently valued at $108 each, and 10,000 bonds outstanding, currently valued at $924 each.  What is the amount of equity (both preferred and common) as a percentage of the total market value of the firm?

a) 27.4%

b) 50%

c) 69.2%

d) 85.8%

e) None of the above

Also very simple. 

(10M * 45 + 100,000 * 108) / (10M*45+100,000*108+10,000*924) = .980

19. “Decisive Battles of the Western World” Corp. is financed equally with both debt and equity.  The cost of equity is 20% and the cost of debt is 10%.  The firm has a 25% corporate tax rate.  What is the firm’s WACC?

a) 11.25%
b) 13.75%

c) 15%

d) 16%

e) None of the above

WACC = (.5*.2) + (.5*.1(1-.25)) = .1375

20. Which of the following statements is NOT true?

a) If the firm earns an IRR equal to the WACC for a project, the NPV of the project will be greater than zero

b)
If a firm makes a return higher than the WACC for a project, the overall value of the firm will increase

c) The WACC is the required return on any investments by the firm that have essentially the same risk as existing operations

d) The WACC is the overall return that the firm must earn on its existing assets to maintain the value of its stock.
21. Moose Pastures Inc. (MPI) finances its projects with 45% common stock, 15% preferred stock, and 40% debt. The firm has a 34% marginal tax rate. The cost of equity is 9%, the cost of preferred is 8%, and the cost of debt is 7%. What is the WACC?


A)
6.98%


B)
7.10%


C)
7.24%


D)
7.80%


E)
8.05%

WACC = .09(.45) + .08(.15) + .07(.40)(1-.34)

WACC = 7.10%
22. Which of the following methods will generate the highest growth rate of dividends?


A) the arithmetic average growth of historical dividends


B) the geometric average growth of historical dividends


C) the sustainable growth rate


D) the Capital Asset Pricing Model (CAPM)

E) insufficient information given

You CAN say the geometric growth rate is smaller than the arithmetic, but there is no way to know what value of “g” you will get from the sustainable growth rate since it does not depend on historical dividends…
23.  When calculating the weighted average cost of capital, which of the following statements is true.

I) The coupon rate on outstanding bonds is irrelevant to the WACC.

II) The cost of preferred shares can be calculated as the present value of a perpetuity.

III) As taxes increase, the optimal D/E will decrease.

IV) One should always use market value weights in the calculation of WACC. 

A) I and IV only

B) IV only

C) I, II and IV only
D) II and IV only
E) none of the above

24. A firm has a target D/E ratio of 0.90 and a WACC of 13.1%. If taxes are 36% and the cost of equity is twice the cost of debt financing, what is the cost of equity?


A) 4.83%

B) 9.66%


C) 16.89%


D) 11.91%


E) none of the above
Just plug everything in and solve:

.131 = 2Rd (1/1.9) + Rd(.9/1.9)(1-.36)

.131 = 1.05262Rd  + .30316Rd

.0966 = Rd so Re is 19.32%. The correct answer is E.
25. Which of the following is an advantage of using the SML approach to calculating the cost of equity?


A) The SML approach uses easily available dividend information

B) The SML approach does not require estimation of the covariance of the stock return and the market return.


C) The SML approach explicitly accounts for risk

D) The SML approach is more accurate than the “pure play” approach

E) The SML approach does not require an estimate of the market risk premium like the CAPM does.
26. Total liabilities for MPI (from the balance sheet) are $7,500,000. Total interest expenses are $375,000. If the tax rate for MPI is 36%, what is the cost of debt for MPI?


A) 5%


B) 1.8%


C) 3.2%


D) 20%


E) insufficient information given
27.  Which of the following types of firms is likely to have the lowest debt/equity ratio?

A) A cable company
B) A start-up software company
C) A hotel chain

D) A regulated utility
The start up has risky (volatile) cash flows. The others do not.

28. A firm has $1,000,000 in equity, a .25 D/E ratio, a before-tax annual cost of debt of 8%, and a 25% tax rate.  What is the annual corporate tax benefit from using debt?

A)
$1,000

B)
$5,000

C)
$10,000

D) 
$50,000

E)
None of the above

If there is $1,000,000 in equity, there must be $250,000 in debt. The interest is $20,000 annually, and the tax shield is 25%, so .25 x $20,000 = $5000 

29. A firm is planning to finance a project that has the same riskiness as the firm is general. The firm currently considers a WACC of 12% whereas its peer firm uses a WACC of 11%. What discount rate should the firm use for the new project?

A)
11%

B)
12%
C)
10%
D) 
Anything above 12%
E)
Anything below 12%
30 .A firm has EBIT of 200000, and total equity of 1000000. If the payout ratio is 30% what is the firm’s growth rate? 
A)    11%

B)
14%

C)
12%

D) 
22%
E)
10%
ROE = 200000/1000000 = 20%. So g = (1-.3) x 0.2=14%

Please use the following information to solve the next FIVE questions.  The Ryerson Company has the following capital structure: Bond A has a par value of $30,000,000, a 5% coupon rate, pays interest annually and has 20 years to maturity. Market price of the bond is 92.5%.  Bond B has a par value of $60,000,000, a 5% coupon rate, pays interest annually and has 10 years to maturity. The yield to maturity is 5.25%.  There are 1,500,000 Common shares outstanding, with a book value $50/share and a market price of $62.50.  The  = 1.2, the risk free rate is 4.0%, the expected return of the stock market is 12% and the firm is tax exempt (t=0).

31. What is the capital structure weight of debt?

a) 55.10%

b) 54.55%

c) 53.59%

d) 48.02%
e) None of the above

Easy. Since we need all the weights I’ll do them here:

MVD1= $925 x 30,000 bonds = $27,750,000

MVD2 =   $980.93 x 60,000 bonds = 58,855,800 

MVE = $62.50 x 1,500,000 = $93,750,000

TMV = $180,355,800

Wd = (27,750,000 + 58,855,800)/180,355,800 = 48.02%

32. What is the capital structure weight of Common Stock?

a) 44.90%

b) 45.45%

c) 46.41%

d) 51.98%
e) None of the above

We = 93,750,000/180,355,800 = 51.98%

33. What is the overall after tax cost of debt?

a) 3.98%

b) 4.72%
c) 5.37%

d) 6.41%

e) None of the above

You have two bonds. The cost of debt will be the weighted average of the two bonds. You are given the cost of debt for Bond B (5.25%) and you can solve for the other one on your calculator (5.634%). From here you can eyeball the answer- there are 60,000 of Bond B and 30,000 of Bond A, so (2/3 x 5.25)+(1/3 x 5.634) = 5.378. Now the correct way to do it is to figure out the weighted average using market value weights, but the market values are both close to the book values here so using book values is easier… 

34. What is the cost of Common Stock?

a) 8.16%

b) 11.04%

c) 13.60%
d) 18.40%

e) None of the above

Too easy…  Re = .04 +1.2(.12-.04) = .136

35. What is the WACC?

a) 5.46%

b) 7.90%

c) 7.99%

d) 9.65%
e) None of the above
Just put it all together:

(.136)(.5198) + (.0537)(.4802) = .0965

Just like gift marks. All I need to do is put a little bow on them….

36. The appropriate discount rate to be used when analyzing the feasibility of an investment project is _______________.


A)
the rate of return that will result in the highest NPV


B)
the internal rate of return on that investment


C)
equal to the cost of capital based on the firm's historical assets


D)
the rate of return financial markets offer on investments of similar risk


E)
the after tax cost of debt financing

37. An all-equity firm has 3 million shares outstanding, with EPS of $1.2/share. Shares currently sell for $70. If the firm faces a 50% tax rate, what is the firm’s after-tax cost of debt?

A) 3.43%

B) 6.86%

C) 1.72%

D) 5.15%

E) None of the above

A bit of a trick question. All-equity firms don’t have debt, so they don’t have a cost of debt… Now, one might argue that all firms have an expected cost of debt even if they choose not to use it, but even with that argument, there is no way to justify any of the other choices. E is the only answer that makes any sense.

38. A capital structure decision that lowers the debt-equity ratio of the firm will____________ :


A)
Increase the total debt level of the firm.


B)
always decrease the firm's WACC.


C)
Increase the cost of equity financing.


D)
Cause the NPV of projects under consideration to decrease.


E)
None of the above.
39. If the dividend of a firm in 2011 was 1.25 and in 2008 it was 1.11, then what is the growth rate? 

A) 3.0%

B) 3.014%

C) 3.012%

D) 2.205%

E) 4.25%

In 4 years time the dividend grew from 1.11 to 1.25. So, 1.11(1+g)^4= 1.25, solving for g = 3.014%
Chapter 22: Lease Financing
This chapter is an extension of the capital budgeting methodology.  This chapter has one of the most time consuming math problem but very straightforward. The main issues are:

1. It is important to recognize that the lease vs. buy analysis comes AFTER the capital budgeting analysis. 

2. So, by the time you get to the lease or buy question, you already know that getting the asset is a positive NPV project. 

3. Because of that, the appropriate discount rate is the after tax cost of debt. 

4. Once you’ve done a few leasing problems, you’ll see that these are all pretty straightforward. There are three things you need to be able to handle:

5. The Net Advantage of Leasing (NAL)

6. The Breakeven Lease Payment

7. The Range of Acceptable Lease Payments

The recipe

NAL = I - PV of after-tax lease payments - PVCCATS - PV of salvage +/-  PV of incremental cash flows
Example:

You have a choice between leasing and purchasing a lipstick filling machine. The machine costs $7,000,000 and it will provide $680,000 in annual OCFs. The machine qualifies for a 22 percent CCA rate. The equipment will have a $480,000 salvage value in 4 years. The corporate tax rate is 35 percent, and the firm can borrow at 15 percent (pretax). Big Al’s Lipstick Leasing has offered to lease the lipstick filling equipment to you for payments of $1,220,000 per year. Big Al demands its lessees to make payments at the start of the year.

NAL = I - PV of after-tax lease payments - PVCCATS - PV of salvage +/-  PV of incremental cash flows

Just grab each term in the order they appear:

•
First, I is the cost of the asset= $7,000,000

•
The PV of the after-tax lease payment=$1,220,000(1 – .35) = $793,000(PVIFA9.75%, 4)

(Note that the after-tax cost of debt = .15(1 – .35) = .0975)

= 2,773,785.70 – remember that the payments start at the beginning of the year, so this is an annuity due. Use BGN mode! PV of after-tax lease payments= 2,773,785.70

•PV of the CCA tax shield = 

7,000,000(.22)(.35)  x (1 + .5(.0975))  –  480,000(.22)(.35) x 
1
 


     .22 + .0975                  1 + .0975             .22 + .0975            (1 + .0975)
 =$1,541,994.04
•
PV of the foregone salvage= $480,000/ (1 + .0975)4 = $330,843.89  
This term is the value of the salvage that we give up if we don’t buy the asset.
PV of incremental cash flows: 0. Don’t be tricked by those OCF’s. This analysis only looks at cash flows that would change between a lease and a buy. The OCF’s are the same regardless of whether we lease or buy, so they are irrelevant here. 
Putting it all together, we get the NAL:
7,000,000 – 2,773,785.70 – 1,541,994.04 – 330,843.89 = $2,353,376.37

The company should lease. 

The breakeven lease payment is the maximum lease payment the company will be willing to pay. To calculate it, you set the NAL to zero and solve for the lease payment “L”. 

0 = 7,000,000 – L(1-.35) (PVIFA9.75%, 4)  – 1,541,994.04 – 330,843.89 

L(1-.35)(PVIFA9.75%, 4) = 7,000,000 – 1,541,994.04 – 330,843.89

.65L(PVIFA9.75%, 4) = 5,127,162.07

Plugging it into your calculator yields:

PV = 5,127,162.07

N=4

%i= 9.75

Solve PMT = 1,465,808.81

.65L = $1,45,808.81

L = $2,255,090.48

The last thing is the range of lease payments that would be acceptable to both parties. This type of question assumes that you pay no tax, while Big Al pays 35% tax. Since low tax firms prefer to be lessees and high tax firms prefer to be lessors, there may be arrange of payments where it is beneficial for both firms to enter into a lease. To do this type of problem, calculate the breakeven lease for the no tax firm, and compare it to the breakeven lease for the taxed lessor.

For the taxed firm (the lessor):

0 = 7,000,000 – L(1-.35) (PVIFA9.75%, 4)  – 1,541,994.04 – 330,843.89 

L(1-.35)(PVIFA9.75%, 4) = 7,000,000 – 1,541,994.04 – 330,843.89

.65L(PVIFA9.75%, 4) = 5,127,162.07

.65L = $1,465,808.81

L = $2,255,090.48

Big Al will accept $2,255,090.48 or more. 

For the untaxed firm (the lessee), the CCA tax shield is zero. The discount rate is 15% (since the tax rate is zero):

0 = 7,000,000 – L(1-0) (PVIFA15%(1-0), 4)  – 0 – 330,843.89 

L(PVIFA15%, 4) = $6,669,156.11

L = $2,031,282.01

You will be willing to pay $2,031,282.01 or less. Clearly, there is no payment that will be advantageous to both parties.
More on Chapter 22 Problems

1. Tarry Corp. currently makes before-tax lease payments of $35,000 per year for a lipstick making machine.  The NAL for the lipstick maker is +$15,000.  The firm’s tax rate is 40%.  Which of the following statements is true regarding the Break-even after-tax lease payment?

a) It is greater than $21,000 per year

b) It is less than $21,000 per year

c) It is less than $14,000 per year

d) Both of b) and c)

e) None of the above

Since the before-tax lease payment was $35,000, the after-tax lease payment was (35K*.6= $21,000).  At this lease payment, the NAL was positive.  In other words, if the firm has to pay $35,000 annually on the lease, they will do the lease. As the cost of lease payments goes up, it becomes less attractive to lease. At some point, the lease payment will be so high that the firm won’t lease. That point is the break even lease. Since we know that the firm wants to lease at 35,000, the break-even lease payment must be higher than this. A is the correct answer. 


2. Hamilton Inc. is considering a leasing decision.  The alternative is to borrow money and to buy the machine it needs up front.  It has calculated that the break-even before-tax lease payment is $45,000 per year for the piece of machinery, based on a 5-year life, and a 40% tax rate.  Which of the following statements is most likely to be true?

a) Hamilton Inc. should be willing to pay more than $45,000 per year if it needs to to lease the machine

b) If Hamilton Inc.’s tax rate increased, it’s after-tax lease payments would increase

c) If the lessor has the same corporate tax rate as Hamilton Inc., then it will definitely have the same break-even before-tax lease payment as Hamilton Inc.

d) Hamilton Inc. should be willing to pay any amount less than $27,000 per year after-tax to lease the equipment

e) Both c) and d)

If 45K is the before tax lease payment, then 45*.6 = $27,000 is the after-tax lease payment.  Hamilton will be indifferent to leasing if the lease payments are $45,000. Any amount less than this will make leasing attractive for the firm. If the lease payments are higher than this, Hamilton will prefer to buy instead of lease. So D is correct. C is also correct because leasing is a zero-sum game when both lessor and lessee have the same tax rate. So, the best response is E.

3. Which of the following statements is true?

a) The leasing decision is made before the capital budgeting decision

b) The leasing decision is made after the capital budgeting decision

c) The leasing decision is made instead of the capital budgeting decision

d) The leasing decision is a capital budgeting decision

4. Which of the following statements is true?


a)
In a sale and leaseback arrangement, the lessor sells the asset to the lessee and then leases it back from the lessee


b)
In a sale and leaseback arrangement, the lessee sells the asset to the lessor and then leases it back from the lessor


c)
In a sale and leaseback arrangement, the lessor usually puts up no more than 40-50% of the financing, and is entitled to all the lease payments from the lessee, but must pay interest to the lenders


d)
In a sale and leaseback arrangement, the lessee is always required to buy the asset from the lessor at the expiry of the lease

5. Please fill in the blank.  Leasing is a _____________


a)  Capital budgeting decision


b)  “How you give it back” decision


c)  Risk management decision


d)  “How you get it” decision
You might see this “How you get it” or “How you spend it” type of question. It comes from instructors who categorize the concepts in FIN401 so students understand the “big picture”. I tend to group things under the 4 activities of the financial manager, and I’m sure people in other sections might find that unfamiliar. All you need to know is that the answers are common sense- you didn’t miss a really important lecture where they went over this, and it isn’t in the book, but the choice of leasing or buying an asset is clearly a choice about how you get the asset- a “How you get it” decision. (By the way, Chapter 17 is about returning wealth to shareholders through dividends- a “How you give it back” decision…)

Please use the following information to answer the next FIVE questions.  Christie is thinking of opening up her own restaurant.  She is trying to decide whether to lease or buy the restaurant equipment that she needs.  If she buys, she will need to pay $100,000 up front for equipment, and the annual maintenance costs will be $3,000 per year, paid at the end of each year.  If she leases, the annual lease rate will be $14,000, paid at the beginning of each year, starting right now, and the leasing company will take care of all the maintenance issues.  The equipment has an expected life of ten years and the lease will also be for ten years.  The salvage value of the equipment at the end of the tenth year will be $10,000. The tax rate is 30%, the before-tax cost of debt is 8%, and the CCA rate is 30%.  Please note that if your answer to any of these questions is one or a few dollars different than one of the answers provided, then the difference is probably just a rounding error.

6. What is the PV of the after-tax lease payments?


a)
$65,759


b)
$73,516


c)
$77,633

d)
$94,443


e) 
None of the above

PMT = (14k)(1-.3) = 9,800, 

r = (.08)(1-.3) = .056, 

N = 10, 

PV = $77,633 (Use BGN mode)

7.
 What is the PV of the after-tax maintenance payments?


a)
$15,753

b)     $16,636


c)
$14,091


d)
$20,130


e)
None of the above

PMT = (3,000)(1-.3) = 2,100,  

r = (.08)(1-.3) = .056, 

N = 10, 

PV = $15,753 (Use END mode) 

8. What is the present value of the salvage value?

a) $3,242

b) $4,059

c) $4,632

d) $5,799

e) None of the above

FV = 10,000

r = (.08)(1-.3) = .056, 

N = 10, 

PV= 5,799

9. What is the present value of the CCA tax benefit, including the PV of the CCA tax benefit lost from the salvage value?

a) $21,279

b) $22,052

c) $22,580

d) $23,145

e) None of the above

 [(100,000*.3*.3))/(.3+.056)]x[(1+.5(.056))/(1+.056)]-[(10,000*.3*.3)/(.3+.056)] x [1/(1+.056)10]

= $23,145
10. What is the NAL of the lease?

a) -$24,721

b) $9,176

c) $24,721

d) $33,801

e) None of the above

NAL 
=  +100K – 77,633 - 23,145 - 5,799 +15,753 = 9,176

I think the key thing you need to recognize is that just about any question can be broken up and made into a multiple choice problem. So, even though there are only 2 or 3 short problems on the exam, just about every type of question you saw in the course might show up. In this chapter, make sure you are comfortable with the basic NAL, as well as the breakeven lease and the “range of payments” problems you did in Lyryx. Also, make sure you can do BGN and END mode to handle the timing of lease payments, and watch out for additional incremental cash flows- like maintenance.
Please use the following information to answer the following FIVE questions.  Moose Pastures Inc. (MPI) has decided that the addition of a new machine will reduce the production cost, allowing the firm to price more competitively.  This machine has a price of $325,000 and is expected to last six years with no salvage value. The operation of the machine requires the purchase of specialized tools costing $24,000. The tools can be sold after 6 years for $14,000. MPI faces a tax rate of 40 percent, and the asset will be added to the pool with a CCA rate of 30 percent and remain open.  The cost of debt is 9 percent. Your manager is considering a six year lease, with annual payments of $70,000 payable at the beginning of each year. 
11. What is the present value cost of leasing?

a)
-$188,409

b)
-$205,365

c)
-$210,479

d)
-$221,845
e)
None of the above

We have calculated NAL many times. These questions ask for the same thing in a slightly different way. If the firm chooses to lease, what are the costs it faces? Obviously, they have to pay lease payments! Just calculate the present value of the lease payments, remembering to use BGN mode on your calculator.

PMT = $70,000 (1-.4)

N=6

%i = 9(1-.4)

Solve PV = 221,845

12. What is the present value cost of Purchase? (it’s not hard. Just think about it…)

a)
-$214,760

b)
-$217,653
c)
-$226,652

d)
-$229,128

e)
None of the above

Now think about what the firm would have to pay if they chose to buy instead of lease. First, they’d have to buy the asset for $325,000. But they would also get the benefit of the CCA tax shields. The PVCCATS is computed in the usual way: 

325000(.3)(.4)/(.354) x (1.027/1.054) = $107,347

-325,000+107,347 = $217,653

13. What is the NAL (net advantage to leasing)?

a) -$4,192

b) $7,174
c) $38,243
d) $29,244
e) None of the above
You should be able to see that this is just the PV cost of Leasing – PV cost of Purchase.

-$221,845 – (-$217,653) = -$4,192.

It is exactly the same thing you get if you set up the NAL the way we did it in class:

NAL 
= I – PV of Lease –PVCCATS


= 325,000 – 221,845 – 107,347


= -$4,192
(By the way, those tools are completely irrelevant. The only cash flows you need to add are the ones that depend on the lease vs. buy choice. The tools need to be purchased regardless of whether the firm leases or buys, so they are irrelevant here.)

14. What is the NAL (net advantage to leasing) if the company does not have to pay tax ?

a) -$17,276

b) $10,986
c) $7,408
d) $10,986
e) None of the above
Another simple one. If there is no tax, there is no PVCCATS. Just calculate the PV of the lease payments at 9% and don’t forget you are in BGN mode…

325,000-342,276 = 17,276

15.  What is the maximum lease payment that the firm will pay if they are not taxed?


A) $77,799


B) $72,449


C) $61,530


D) $66,467

E) none of the above
Set the NAL to zero and solve for the PMT.

PV= 325000

N=6

%i= 9%

Solve PMT = $66,467

16. Some good reason(s) for leasing according to the text book are:

I.
Taxes may be reduced


II
May reduce uncertainty 


III
It is a source of cash

a) I only

b) I &II only

c) II & III only

d) II and III only

e)   I, II and III

17. Which of the following are potential drawbacks to the use of the IRR in lease vs. buy decisions?

I) It is confusing since a smaller IRR is preferred in leasing, but a higher IRR is preferred in capital budgeting


II) Calculating the IRR of the lease payments ignores the CCA tax shields

III) Nonconventional cashflows may result in multiple IRR’s


A) I and III only


B) III only


C) I, II and III


D) II and III only


E) none of the above

Straight out of the book. Page 675.
18. In a  full payout lease, the total dollar amount of the two sets of tax shields may roughly be the same, but the critical difference is ……………

A) The incremental casflow

B) The salvage value

C) The depreciation tax shield

D) Time

E) None of the above

Straight out of the book. Page 678.

19. If lease is not shown in the balance sheet then which one of the following is true?


A) The Debt/Equity ratio is overstated

B) The Debt/Asset ratio is understated


C) The true degree of financial leverage is not stated.


D) A and B


E) B and C

Straight out of the book. Page 671.

20. In Canada the most common example of sale and lease back is 


A) Computers

B) Communication equipments

C) Medical equipments.


D) Cars

E) Buildings
Straight out of the book
21. According to CICA 3065, for financial lease


A) Present value of lease payments must be shown on the balance sheet as a 

liability.


B) Present value of lease payments must be shown on the balance sheet as an asset.


C) The lease asset must be shown as a depreciated asset on the lesses’s income 
statement.

D) A and B


E) B and C
From lecture notes

22. Companies in real world prefer lease because of the following


A) It’s easy to calculate.


B) Lease is hassle-free compared to borrowing


C) Lease offers a better deal over borrowing


D) The lessee is always in a higher tax bracket and enjoys tax credit


E) All of the above
From lecture notes

Chapter 16: Capital Structure
One of the more difficult chapters, and also one of the most important ones. There are several key concepts that you need to be comfortable with. 

The first is the idea that leverage has an impact on WACC, EPS and ROE (the use of debt in the capital structure) magnifies gains and losses. Because of this, there exists a single level of EBIT where it makes no difference if you use leverage or not. For any other amount of EBIT, either leverage will make your gains larger, or your losses larger. The level of EBIT where it makes no difference is called the “indifference EBIT” or “breakeven EBIT”.  The other type of problem you may see is the Homemade leverage and calculating the value of the firm using MM propositions.
Breakeven EBIT

Koldy Corp. is an all-equity firm with 1,450,116 shares outstanding and a share price of $34.48. It is contemplating a capital structure that is 1/3 debt and 2/3 equity. If the cost of debt is 6%, what is the Indifference EBIT. (Ignore taxes.)

The Recipe

Use the formula, which is to equate the current EPs to Proposed EPS

EBIT/old # of shares = (EBIT-Interest)/new # of shares

Solve for EBIT.
In our problem the old # of shares is 1,450,116. The firm is worth $50 million (1,450,116 x $34.48). So using 1/3 debt means debt will be $16,666,667 and interest payments will be $1 million. The new debt is used to buy back the shares and cancel them ($16,666,667/$34.48 = 483,372 shares canceled). The new number of shares is 1,450,116- 483,372 = 966,744. Plugging it all in, we get the indifference EBIT. 


EBIT/1,450,116 = (EBIT- $1,000,000)/966,744


Cross multiply: 
966,744 EBIT = 1,450,116EBIT – 1,450,116,000,000





-483,372 EBIT = -1,450,116,000,000





EBIT = $3 million

If EBIT is greater that $3 million, the leverage is beneficial. If EBIT is less than $3 million, then the leverage will hurt the firm.

Homemade Leverage

The next type of problem involves homemade leverage. We did several of these so you have lots of examples, but basically the investor does exactly the opposite of whatever the firm does, in exactly the same proportion. So, if a firm DECREASES leverage, the investor BORROWS money and uses it to buy shares. If a firm INCREASES leverage, the investor sells shares and puts money in the bank.  Most of your examples have the investor undoing an increase in firm leverage. 

A firm has a D/E ratio of 2 and 100,000 shares outstanding at $12 each. The expected EBIT in the next period is $150,000, $375,000 or $750,000 depending on the economic environment. The cost of debt is 12%. The firm decides to change its capital structure by eliminating all debt. Julie owns 1000 shares of the firm. She prefers the cash flows of the more highly leveraged firm. Show how she can use homemade leverage to undo the capital structure decision of the firm. Ignore taxes.

First, don’t be confused by the three “scenarios” presented in the question. Most of your examples give you only one “scenario”. This one gives you three. Just think of it as an opportunity to practice homemade leverage three times over! Before we get to the homemade leverage, we need to calculate the EPS under the original capital structure, under the 3 economic scenarios. The firm has $1,200,000 in equity, so it must have $2,400,000 in debt (D/E = 2):





Bad

Neutral

Good



EBIT


150,000
375,000

750,000

Interest


288,000
288,000

288,000

NI



-238,000
87,000


462,000

EPS



-$1.38

$0.87


$4.62

Julie’s CF’s

-$1,380
$870


$4,620

Under the new capital structure, the firm issues 200,000 shares at $12 and uses the proceeds to retire the debt. Now there are 300,000 shares outstanding.





Bad

Neutral

Good



EBIT


150,000
375,000

750,000

Interest


0

0


0

NI



150,000
375,000

750,000

EPS



$0.50

$1.25


$2.50

Julie’s CF’s

$500

$1,250


$2,500

Julie undoes the change in capital structure by borrowing money to buy shares. You’ll notice the new cash flows are the same as the original cash flows:






Bad

Neutral
Good

CF from Original Shares:
$500

$1,250

$2,500

Interest on $24,000

-$2,880
-$2,880
-$2,880

CF from 2,000 new shares
$1,000

$2,500

$5,000

Total CF’s


-$1,380
$870

$4,620

There are lots of questions that you can find that use the M&M Propositions. The best way to practice these is probably to practice the chapter questions and examples from the book. An easy way to narrow things down is to determine whether there are taxes in the question or not. Then you can write down the M&M Propositions that are appropriate and ignore the rest. The only other formula you might need is (E =(A (1+D/E). Basically, that formula says that the beta of the equity increases as you use more debt in the capital structure- sort of the equivalent of M&M Proposition I and II.
More Practice Problems on Chapter 16 
Use the following information to answer the next FIVE questions.  Stoddard Datsun Inc. currently has a D/E ratio of zero and 10,000 shares outstanding.  The current share price is $50 per share, the EBIT for the firm is $50,000, the before-tax cost of debt is 8%, and the firm does not have to pay any corporate tax.  Mr. Glenroy Stoddard owns 1% of the equity of the firm. His mother-in-law owns the rest.

1. What is Glenroy Stoddard’s annual cash flow from his shares in the firm?
a) $100

b) $500

c) $1,000

d) $5,000

e) None of the above

Cash flow = EPS * # of shares = (50,000/10,000) * (.01*10,000) = $500

2.  The firm management (Glenroy’s mother-in-law) is thinking of taking on some debt in order to buy back shares.  More specifically, she is thinking of borrowing enough money to buy back 60% of the firm’s shares, based on the current price of the shares.  What will the firm’s annual interest payments be if the firm follows through with its plan.

a) $16,000

b) $24,000
c) $40,000

d) $56,000

e) None of the above

Interest = r * D = .08 * (.6 * 10,000 * 50) = $24,000

3. If the firm management does go through with its plan to recapitalize and assuming that Glenroy holds on to his shares and does not sell any back to the firm, what will be his annual cash flow from his shares in the firm?

a) $200

b) $500

c) $650

d) $1,50

e) None of the above

CF = (# of shares)(EPS)

EPS = (Earnings after Interest and Tax)/ # of shares 

Earnings after Interest = $50,000 – Interest = $50,000 - $24,000 = $26,000

EPS = $26,000 / 4,000 = $6.50

CF = 100 * $6.50 = $650

4. How can Glenroy get back to his initial cash flow when the firm was an all equity firm even if the firm does go through with the recapitalization?

a. Glenroy must borrow 40% of the value of the shares, pay 8% on the borrowed money, and invest the money in more shares of the firm

b. Glenroy must sell 40% of his shares, take the proceeds from the sale and lend the money out at 8%

c. Glenroy must borrow 60% of the value of the shares, pay 8% on the borrowed money, and invest the money in more shares of the firm


d)  
Glenroy must sell 60% of his shares, take the proceeds from the sale and lend the money out at 8%

e)
None of the above

5. Assuming that there are no market imperfections and Glenroy is very risk averse, which of the following statements is most true?


a)
Glenroy will not want the firm to take on debt, because doing so will increase the chance of firm default


b)
Glenroy will want the firm to take on debt because doing so will increase the regular cash flows to shareholders


c)
We cannot determine from the information provided whether Glenroy will want the firm to take on debt or not


d)
Glenroy will not care whether the firm takes on debt or doesn’t because he can do or undo anything that the firm does with its capital structure

e)
None of the above

6. Black Lipstick Inc. is currently an all equity firm with 1000 shares outstanding.  It is thinking of borrowing $20,000 at 10% interest with which it will buy back 50% of the firm.  Assuming no taxes, what is the indifference EBIT for the firm?

a) $1,000

b) $2,000

c) $3,000

d) $4,000

e) None of the above

EBIT/1000 = (EBIT - $2,000)/500

EBIT = $4,000

7. Which of the following expressions represents the annual corporate tax savings given that the firm pays taxes?

a) Tc * D

b) Vu + (Tc * D)

c) (r * D * Tc) / r

d) r * D * Tc
Debt is a tax shield because interest payments are tax deductible. The interest payments are r*D. That amount is subtracted from EBIT before the tax is calculated. The amount you saved by being able to subtract it is r*D* Tc. This one is a little tricky because you think of Tc * D, being the tax benefit, but it is the PV of the tax benefit. If you assume that the annual tax benefit continues in perpetuity, then the PV of the annual tax savings would be (r * D * Tc) / r, which is of course, [Tc * D] again. Just remember that the ANNUAL savings are 

r * D * Tc and the PRESENT VALUE of the tax shields is [Tc * D].

8. Which of the following expressions represents the PV of the corporate tax savings over the life of the firm given that the firm pays taxes?


a)   (r * D * Tc) / r

b)  (Tc * D) / r

c)  Vu + (Tc * D)

d)  r * D * Tc


Your answer in #7 is the annual tax shield. Assuming the cash flows are perpetuities (a common assumption in these questions) then the PV of the perpetuity is just the cash flow divided by the discount rate. The correct answer is a) although it is more commonly written as Tc * D
9.  Hoity Toity Cosmetics (HTC) will either do well or poorly next year.  How well it does depends upon its costs, and its costs depend upon the cost of swine, since pig sweat is the principle ingredient in HTC’s perfumes.  If HTC does well, EPS will be 40% higher than if it does poorly.  If it does well, EBIT will be 20% higher than if it does poorly.  What is HTC’s degree of financial leverage?

a) .2

b) .5

c) .6

d) 2

DFL = % change in EPS / % change in EBIT = .4/.2 = 2

The following information relates to the next FOUR questions.  Cruiseatwill Corp. sells boats to rich individuals.  Dick is a top notch salesman for Cruiseatwill, making lots of sales for the firm.  Manuel is a lousy salesman for Cruiseatwill.  He hasn’t sold a boat in two years, but continues to collect a salary from the firm.  Kendall is a potential buyer looking at different boats from different firms.  Roderick sells power motors to Cruiseatwill.    Cruiseatwill has had a couple of tough years in a row and is having some trouble paying the interest on its bank loans.  

10.  Which of the following is something that Roderick is most likely to do?

a) continue to sell motors to Cruiseatwill, but give Cruiseatwill an extra three months to pay knowing that Cruiseatwill may not quite have the cash to pay on delivery

b) Continue to sell motors to Cruiseatwill under the current arrangement

c) Continue to sell motors to Cruiseatwill, but require Cruiseatwill to pay cash on delivery

d) Completely stop selling motors to Cruiseatwill until Cruiseatwill proves that they can pay their bills on time

11. Which of the following will Kendall do? 

a) He will buy a power boat from Cruiseatwill because if Cruiseatwill goes out of business, Kendall will have a one-of-a-kind product that will appreciate in value over time

b) Kendall will not change his purchasing planning, regardless of the financial circumstances of Cruiseatwill

c) Kendall may choose to NOT buy from Cruiseatwill because a boat needs to have a good warranty, and if Cruiseatwill goes out of business, the warranty won’t be worth anything

d) Kendall may choose to invest in Cruiseatwill because Cruiseatwill is currently undervalued

12.  Which of the following will Dick do?

a) Dick will definitely ask for a raise

b) Dick will look for, and probably find another job with another firm, to avoid going down with the ship (i.e., to avoid being out of work if Cruiseatwill goes bankrupt)

c) Dick will work harder than ever for Cruiseatwill to try to help Cruiseatwill pull out of its financial trouble

d) Dick will offer to take a pay cut until the firm gets back on a sound financial footing

13.  Which of the following will Manuel do?

a) Manuel will work even less than usual (which wouldn’t be easy) because Manuel figures that his effort won’t make a difference

b) Manuel will look for, and probably find another job with another firm

c) Manuel will definitely ask for a raise

d) Manuel will continue to be a lousy employee for Cruiseatwill

14. If a firm’s Return on Equity as an all-equity corporation is higher than the firm’s borrowing rate, which of the following statements is most true?  Ignore taxes.

a) The firm’s EPS will increase if it borrows money and buys back shares at the market rate

b) The firm’s EPS will decrease if it borrows money and buys back shares at the market rate

c) The firm’s EPS will not be affected by a change in capital structure

d) We cannot determine from the above information whether the firm’s EPS will increase, decrease, or stay the same

Another tough one. The # of shares in the denominator will fall if shares are bought back. BUT, the net income (the numerator) also falls because you need to subtract the interest you pay on the debt. The key to the question is that the ROE is higher than the cost of debt, so the denominator falls faster than the numerator and the EPS rises. Not surprisingly, the M/C has a mix of very easy to very hard questions. This one is on the tougher end of the spectrum. You can expect at least some of them to be tricky. Just do your best and try to reason your way through them.

15.  Which of the following is not likely to be a covenant in a debt contract?

a) Postponement of shareholder claims

b) Postponement of debtholder claims

c) Life insurance of key principals

d) Restrictions on further debt

Then again, some are really easy, like this one. No debtholder would write a covenant that meant his payment would be postponed! Remember, a covenant is just a promise by the firm, included in the debt contract, to perform certain acts. 

16.  Which of the following answer choices is a NOT a reason why capital structure decisions matter?

a) Transactions costs

b) Differential taxes

c) The benefits of leverage for the firm when the firm is expected to do very well

d) The costs associated with financial distress

We learned that capital structure doesn’t matter because you can undo the capital structure choices of the firm if you don’t like them. But homemade leverage assumes no transaction costs. But we also showed that the value of the firm was affected by capital structure choices if there are taxes and/or bankruptcy costs. So, by the process of elimination, the answer must be (c).

17. Which of the following is NOT likely to be a cost of financial distress?

a) Reduced revenues because customers are hesitant to make a purchase because they are not sure if the firm will be around to service or honour the warranty on their purchase

b) Reduced productivity because some of the firm’s best employees quit and take work with another employer, because they are not sure if the firm will continue to be around

c) Increased costs because suppliers will demand cash on delivery, instead of extending credit terms to the firm

d) Increased costs due to environmental damage claims as a result of the firm’s polluting of the environment

18.  Which of the following statements best summarizes why the optimal capital structure is likely to be a mix of debt and equity, instead of entirely equity, or entirely debt?

a) Transactions costs are minimized with the use of debt and tax laws generally favour the use of debt

b) Tax laws generally favour the use of equity while the costs of financial distress usually decrease with the use of debt

c) Tax laws generally favour the use of debt while the costs of financial distress usually increase with the use of debt

d) Tax laws generally favour the use of debt, in a constant proportion.  For example, each and every extra dollar of debt might mean an extra 20 cents of tax benefit.  In contrast, the costs of financial distress usually increase with the use of debt, such that the costs of financial distress associated with the next dollar of debt are higher than the costs of financial distress associated with the current dollar of debt

19. Which of the following is a true statement?

a) The higher the debt/equity ratio of a firm, the lower the degree of financial leverage

b) The lower the debt/equity ratio of a firm, the higher the degree of financial leverage

c) The degree of financial leverage in a firm is not related to its debt/equity ratio

d) The higher the debt/equity ratio of a firm, the higher the degree of financial leverage

e) None of the above

20. ABC  and XYZ are identical firms in every respect except for their capital structures. ABC is an all equity firm with 1000 shares outstanding. XYZ has outstanding debt of $3,000 and a D/E ratio of 0.40. Interest expenses for XYZ are $90 annually. Neither firm is taxed and both expect perpetual EBIT of $1000. Assuming a 100% payout ratio, an investor with 25 shares in ABC could use homemade leverage to generate cash flows equivalent to 25 shares of XYZ. After the appropriate transactions, she would expect cash flows of ______ from the bank and ________ from her shares. (Assume that fractional shares can be bought or sold.)

A) $3.15; $25


B) -$3.15; $35


C) -$35; $3.15


D)$3.15; $28.70


E) none of the above

This is a homemade leverage problem, but before you can solve it you need to fill in a few pieces of missing information about the capital structure of the two firms:

Given:

ABC- 1000 shares 

XYZ- $3,000 debt and D/E ratio of 0.4. Interest expense is $90.

EBIT = $1,000

With this information we can determine the amount of equity in XYZ.[3,000/ Equity]= 0.4.

Equity = $7,500. So, the total firm value is $10,500. Since both firms are identical, we know the value of both firms is $10,500, and we know the share price of ABC is $10.50. The last thing we need is the number of shares in XYZ. $3,000 will buy back 285.714 shares so XYZ has [1,000- 285.714 = 714.2857] shares outstanding. The last thing we need is the interest rate on the debt. If interest is $90 on $3,000, the rate is 3%. Now the problem looks like a straightforward homemade leverage problem:

ABC- $10,500 firm value; 1,000 shares, all equity  

XYZ- $10,500 firm value; 3,000 debt (@3%) and 7,500 equity; 714.2857 shares.

EBIT = $1,000

1. Calculate the initial cash flow: 

  Cash flow is $1,000/ 1,000 shares = $1/share. 

If she owns 25 shares, her initial cash flow is $25. 

2. Calculate cash flows after change in capital structure:

Cash flow = ($1,000 - $90)/ 714.2857 = $1.274/sh.

If she owns 25 shares her levered cash flow would be $31.85.

3. Use homemade leverage: Since the ABC firms are unlevered, she needs to “lever up”, so her personal D/E ratio matches the target D/E ratio of 0.4. She has 25 x $10.50 = $262.50 in equity so she borrows $105. (Debt/262.50 = 0.4) Use the money to buy additional shares. $105 buys 10 more shares. 

4. Verify the new cash flows match the target cash flow:

35 shares x $1/sh. = $35.

Less interest payable on loan (@3%) ($105 x .03 = $3.15)

Total cash flow: $35 - $3.15 = $31.85 as required. 

Homemade leverage. Her initial cash flow is $25, since EPS=$1/sh.  But with leverage EPS is (1000-90)/714.2857 = $1.274/sh and her desired c.f. is $31.85.

(Note that 714.2857 is just 1000 minus the number of shares that can be purchased with $3000. You can figure this out by calculating the price of a share. The D/E is .4  so wd is .2857. We can get the firm value from this D/V = .2857. 3000/.2857 = $10,500. Each share must be worth $10.50, and $3,000 must buy 285.714 shares. That means 714.2857 shares are left after the recapitalization).

Borrow $105 at 3% and invest in shares:

Now personal D/E is .4 and her c.f is ($25x 0.7142857= $35) from the shares and (105x 3%= -$3.15) from the bank. It’s negative as it is a payment.
21. Which of the following is an implication of M&M Proposition I, without taxes?


A) The size of the “Pie” varies directly with the percentage of debt in the capital structure


B) The size of the “Pie” depends on how it is sliced


C) The value of the firm will be affected by the capital structure decision


D) The WACC will not change regardless of the capital structure decision

E) All of the above

Make sure you understand how these work, under each of the different scenarios.

22.
 Which of the following is most true based on M&M Proposition II, without taxes?


A) The cost of equity varies directly with the D/E ratio of the firm


B) The cost of equity varies inversely with the D/E ratio of the firm


C) The WACC varies directly with the D/E ratio of the firm


D) The WACC varies inversely with the D/E ratio of the firm

23. Which of the following statements is most true? 

e) The M&M model assumes that there are no taxes  

f) The M&M model assumes that it is more expensive to issue equity than it is to issue debt

g) The M&M model accounts for the direct costs of financial distress (such as lawyers’ fees and court costs) but does not account for the indirect costs of financial distress (such as reduced business when the firm is in trouble)

h) The M&M model assumes that individual investors can borrow and lend money at the same rate as the firm

24. Slowmedown Corp. and BuildMeUp Bank have entered into a loan agreement.  One covenant in the loan agreement states that Slowmedown Corp. will not declare or pay a dividend if  the Consolidated Debt to Annualized Operating Cash Flow Ratio is higher than 8 to 1.  Based on this information, which of the following statements is true?

e) This type of covenant helps to ensure that there is enough cash in the firm to pay off the interest on the debt as well as the principal, especially when the firm has low cash flows

f) This type of covenant is there to protect the shareholder from paying out too much in dividends

g) This type of covenant is there to protect the bondholder when the firm’s profits are strong

h) This type of covenant is there to limit dividend payments when the firm has extremely high cash flows

25. According to the static theory of capital structure, a firm's WACC ___________________..


A)
is unaffected by the choice of debt and equity

B)
first increases and then decreases 

C)
first decreases and then increases

D)
decreases due to the interest tax shields

E)
increases due to the interest tax shields
26. An investor owns 500 shares of stock in a firm with a debt/equity ratio = 1.0.  The investor prefers an all-equity firm.  If the stock price is $2 per share, what should the investor do?


A)
Borrow $500 and buy 250 new shares.


B)
Borrow $1,500 and buy 750 new shares.


C)
Borrow $2,500 and buy 1,250 new shares.


D)
Sell 250 shares and lend $500.


E)
Sell 25 shares and lend $50.
An easy homemade leverage problem. The investor wants to “deliver” his own portfolio. His shares are 50% equity and 50% debt so he takes his holdings (500 shares x $2 = $1000) and sells half. He puts the money in the bank- in effect “lending” it to the bank.
27. Which is the following is NOT true regarding financial leverage?

A) Whenever a firm's debt increases faster than its equity, financial leverage increases.


B) Increasing financial leverage will always increase the EPS for stockholders

C) Investors can undo the effects of the firm's capital structure by using homemade leverage.


D) Leverage is most beneficial when EBIT is relatively high.

E) The level of financial leverage that produces the highest firm value is the one most beneficial to stockholders.

28. M&M I with taxes shows:

A) the value of an unlevered firm exceeds the value of a levered firm by the present value of the interest tax shield

B) a levered firm can increase its value by reducing debt

C) the optimal amount of leverage for a firm is not possible to determine

D) the value of a levered firm is equal to its aftertax EBIT discounted by the unlevered cost of capital

E) there is a linear relationship between the amount of debt in a levered firm and its value

29. A firm's systematic risk will ___________ as its debt/equity ratio __________.


A) decrease; increases


B) increase; increases


C) remain unchanged; decreases

D) remain unchanged; increases
E) first increase, and then decrease; increases

30. An unlevered firm has an EBIT = $250,000, after tax net income = $165,000, and a cost of capital of 12%. A levered firm with the same assets and operations has $1.25 million in face value debt paying an 8% annual coupon; the debt sells for par value in the marketplace. What is the value of the levered firm? The tax rate is 34%.


A) 1,250,000


B) 1,375,000


C) 2,200,000


D) 2,625,000


E) None of the above

31. In choosing an appropriate debt/equity ratio the firm should ……………


A) Always maintain a D/E as low as possible


B) Choose actions that maximize the value of the share.


C) Restructure according to the Pecking order theory

D) Any D/E ratio is fine with the company

E) None of the above

Straight from the book, page 479

32. The Present value of interest tax shield is 


A) TcD


B) (Tc x Rd x D)/ Rd


C) Rd (1-Tc)

D) A and B

E) B and C

33. The reason why many profitable companies do not use the Static Theory of capital structure is that  


A) They have less risk


B) They have more internal funds


C) They have high D/E ratio

D) Static theory is not applicable in real world 

E) B and D
34. The reason why we care for capital structure is that   


A) The value of the firm depends on the cash flow generated from the asset

B) The cost of capital depends on the sources of financing

C) The value of the firm depends on the cost of capital 
D) Stock price has a direct impact for any change in the capital structure 

E) None of the above
35. Ra = 16%, Rd = 10%; cost of equity is 20%. What is the D/E ratio and percentage of equity in the firm?
A) 0.33 and 66%

B) 0.66 and 60%

C) 0.66 and 50%

D) 0.33 and 60%

E) None of the above

So, 0.20 = 0.16+ (0.16-0.10) x D/E= 0.66, Since equity is 1, the value of the firm is 1+0.66=1.66. So the percentage of equity is 1/1.66=60%
36.
With a $7730, 7% coupon debt and a 35% tax rate, the annual tax shield and the present value of annual tax shield are …………….. and …………………. , respectively.
A) 189.38,  2705.50

B) 189.38,  541.10

C) 541.10,  2705.50

D) 279.20, 2251.10

E) None of the above

So, the annual tax shield= Tax x interest amount = 0.35 x (7730x0.07) = 189.38, and the PV of annual tax shield is DTc = 7730 x 0.35 = 2705.50

37. If EBIT = $25 million; Tax rate = 35%; Debt = $75 million; Cost of debt = 9%; Unlevered cost of capital = 12%, D/E is 0.87 and 1, then the WACC are …………….. and …………………. , respectively. 
A) 9.9 and 10.5
B) 10.5 and 10.9
C) 11.1 and 12.3
D) 10.5 and 9.9
E) None of the above

38. In case of bankruptcy liquidation the claim of …………….. are paid before the claims of government  tax is made

A) Unsecured creditors

B) Preferred Shareholders

C) Common shareholders

D) Consumers

E) All of the above
39. If the number of shares for an all equity firm = 200,000, the number of shares if the firm is half debt and half equity is 100,000, and the interest cost for the firm if it is half debt and half equity is $1,000,000, then what is the firm’s breakeven EBIT?  Assume that there are no taxes.

A) $1,000,000

B) $2,000,000

C) $3,000,000

D) $4,000,000

E) None of the above

This is Breakeven EBIT. Shortening EBIT to “E”, the formula is:

E / # of shares = (E – Interest) / New # of shares

(E / 200,000) = (E - $1,000,000) / 100,000; So E= $2,000,000

40. If the firm in the prior question does not achieve its breakeven EBIT (i.e., earns less than its breakeven EBIT), which of the following statements is most true?

A) Earnings per share will be higher for the levered firm

B) Earnings per share will be lower for the levered firm

C) Earnings per share will not be affected since capital structure is irrelevant when there are no taxes or bankruptcy costs. 

D) Earnings per share will be negative when the firm does not reach breakeven EBIT. 

Chapter 17: Dividend Policy

In this chapter you should be comfortable with the mechanics of issuing dividends (i.e. the declaration date, the ex-dividend day, the date of record- when they occur and what they mean). Remember that the value of the share drops by the after-tax value of the dividend. You need to be comfortable with the (trivial) mathematics of stock splits and reversals. A bit more complicated is the concept of homemade dividends. Similar to the homemade leverage in the previous chapter, an investor can use homemade dividends to “undo” the dividend policies of the firm. 

Homemade Dividends

Glenroy owns 100 shares of BLI Inc. BLI has always paid annual dividends. The next dividend is scheduled to be paid tomorrow, but BLI has just announced that it is suspending dividends for the next 5 years, at which time it will issue a liquidating dividend of $25. The WACC of BLI is 14%. Glenroy prefers equal dividends each year. Use homemade dividends to show how Glenroy can get his dividend. (Ignore taxes, and assume that fractional shares can be bought or sold.)

Note:  usually these problems are set up with only two periods, but this one is a bit longer- it has six dividends- but the concept is the same. 

In this problem, if Glenroy does nothing he will get no dividends for the next 5 years, and then he will get $2,500. The PV of this amount is $1,298.42. Glenroy wants equal dividends (starting tomorrow), so we need to know how big the 6 equal payments need to be. As long as the dividends you are asked for are equal in all periods, you can use your calculator and treat the dividend as an annuity. That makes life easier, but it only works for equal dividends. If you need to find some unequal dividend stream, you’ll need to do the math. (That’s why the problems usually have two periods- anything more than that and the math gets very messy!) This problem asks for equal dividends so we can use the calculator. Since the first dividend happens tomorrow, this is an annuity due, so switch your calculator to BGN mode- and don’t forget to switch it back when you are done!!


PV = 1,298.42


N = 6


%i = 14


Solve PMT = 292.89

Glenroy needs to sell $292.89 worth of shares today. The shares are worth $12.98 each so Glenroy sells 22.565 shares. At year 1, Glenroy needs another $292.89 but now shares are worth $14.80, so he sells 19.79 shares. In year 2, Glenroy needs another $292.89 but now shares are worth $16.87, so he sells 17.36 shares. In year 3 he needs another $292.89 but now shares are worth $19.23, so he sells 15.23 shares. In year 4 he needs another $292.89 but now shares are worth $21.92, so he sells 13.36 shares. Finally, in year 5, he needs another $292.89 but now shares are worth $25, so he sells 11.72 shares, leaving him with no shares.

To prove you are correct, calculate the cash flows under both scenarios:

Time/Year

Do Nothing (PV)

Homemade Dividends (PV)

 Now



0



292.89 (292.89)

1 year



0



292.89
(256.92)

2 years


0



292.89 (225.37)

3 years


0



292.89 (197.69)

4 years


0



292.89 (173.41)

5 years


2500 (1298.42)

292.89 (152.12)

Both sides have the same PV, but Glenroy has used homemade dividends to generate cash flows that the firm did not provide. The point is to demonstrate that dividend policy is irrelevant- but read the text- there are lots of reasons why dividends matter. 

Residual dividend policy
Residual dividend policy is the other major type of problem we covered. If a firm follows a strict residual dividend policy, it will fund all positive NPV projects out of net income and pay the balance out as dividends. The trick in these questions is that the firm will also have some optimal D/E ratio that it wishes to maintain. Here is a simple example:

Stoddard Datsun Restoration Inc (SDR) has determined that all positive NPV projects in the next period will total $1,350,000. Earnings for the period just ending were $900,000. Glenroy Stoddard, the CEO of SDR considers a D/E ratio of 2.25 to be optimal. Calculate the dividend payout ratio and the amount of borrowing (if any).

Very easy. 
Since SDR has a target D/E ratio of 2.25, any new investment must be funded with $2.25 in debt for every dollar of equity used. Therefore the $1,350,000 in new funding will be $934,615.38 in new debt and $415,384.62 in new equity. 
Turning to the net income from the previous period, $415,384.62 will be used to fund new projects (and transferred from the income statement to the balance sheet as retained earnings). The balance ($484,615.38) will be paid out as dividends. The payout ratio of SDR is $484,615.38/ $900,000 = 53.85%. The total new debt raised is $934,615.38 as calculated above. 
More example on Chapter 17 Problems

1. Dividends and share repurchases are examples of

a) How a firm gets money for the firm

b) How a firm spends money

c) How a firm gives money back to investors

d) People issues

You may encounter a few of these. They come from the way other instructors have taught the course. Just think them through. They are common sense. 

2. If, holding all else constant, the current dividend and the growth rate in dividends for a firm is lower was thought, the NPV of a capital budgeting project for that firm will

a) Increase

b) Decrease

c) Stay the same, or

d) We do not have enough information to determine if the NPV will increase, decrease, or stay the same

3. Which of the following statements is true?

a) The dividend rate on preferred equity will always be higher than the coupon rate of debt of the same company because preferred equity is riskier than debt

b) The dividend rate on preferred equity will always be lower than the coupon rate of debt of the same company because preferred equity is riskier than debt

c) The dividend rate on preferred equity may not always be higher than the coupon rate of debt of the same company even though preferred equity is riskier than debt

d) The dividend rate on preferred equity will always be equal to the coupon rate of debt for the same company as long as the period to maturity is the same for the two securities.

e) None of the above

4. Clancy Enterprises just paid $2,000,000 in dividends to its shareholders.  The firm has planned capital expenditures during the upcoming year of $2,000,000.  The firm has a debt/equity ratio of 1.  The firm uses a residual dividend policy.  What was the firm’s earnings after tax?

a) $0

b) $1 million

c) $2 million

d) $3 million

e) None of the above

One of the main (and only) numerical concepts in Chapter 17. Make sure you understand how the “strict residual” dividend policy works. If the firm has a D/E ratio of 1, then half ($1M) of the planned capital expenditures must be financed with debt and half ($1M) with equity.  In addition to the $2M in dividends, this means that the total earnings after tax was $3M.

5. Patel Inc. has just paid $1,000,000 in dividends to its shareholders.  The firm has planned capital expenditures of $1,500,000 during the upcoming year.  The firm has a debt equity ratio of .5.  The firm uses a residual dividend policy.  What was the firm’s earnings after tax?

a) $0

b) $1 million

c) $2 million

d) $3 million

e) None of the above

Same question. Different numbers… 

6. Rightwares Inc. has a share price of $35 on January 1, 2007.  It pays out semi-annual dividends of $.40 per share.  The expected return for the stock, including both share price appreciation and dividends is 20% per year.  What is the expected price of the share on Dec.31st, 2007, after the last dividend of the year has been paid?  Do not worry about the time value of money in this question.

f) $35.80

g) $41.20

h) $41.60

i) $42

j) $42.80

(35*1.2) – (2*.4) = 41.20. 

An easy question. Just watch out for quarterly, or semi-annual dividends. The frequency is the part that will trip you up. 

7. Which of the following is NOT a reason why a dividend might make a difference to shareholder wealth in real life?

a) Because the presence of a dividend or a dividend change might send a signal to investors as to the future cash flows of the firm

b) Because without dividends shareholders might have to sell their shares to get cash and there are transactions costs associated with selling shares

c) Because at least with dividends you know that you are getting some cash out of the company whereas without dividends, your shares might, at some time in the future, end up being worthless

d) Because dividends may be or are taxed differently from capital gains

A hard one. C is correct because you can use homemade dividends to generate the dividend you aren’t getting. Uncertainty resolution is the name they give this argument in your book, and they discuss why the argument cannot withstand scrutiny. 

8. Dextec Inc. follows a strict residual dividend policy.  The firm had Net Earnings of $4,000,000 last year, new capital expenditures of $3,000,000, and a target debt/equity ratio of 50%.  What was Dextec’s dividend last year?


a)
$0   


b)  
$1,000,000

c)  
$2,000,000

d)  
$3,000,000


e)
None of the above

If the D/E ratio is 50%, then D/V  is 33% and E/V =67%. So, the dividend is: 

$4M – (2/3*3M) = $2M

9. Uniballistic Inc. also follows a strict residual dividend policy.  The firm had Net Earnings of $2,000,000 last year, new capital expenditures of $3,500,000, and a target debt/equity ratio of .75.  How much money did Uniballistic borrow last year in order to fund new capital expenditures?


a)
$0


b)
$1,000,000


c)
$1,500,000


d)
$2,500,000


e)
None of the above

Another strict residual problem. Are you sensing a pattern here? 

If new capital expenditures are $3,500,000 and the d/e ratio is .75, then new debt = (.75/1.75)(3.5M) = $1,500,000

10. Which of the following is NOT a goal of a compromise dividend policy as outlined in the text?

a) Avoid the need to sell equity

b) Avoid the need to sell debt

c) Avoid dividend cuts

d) Maintain a target dividend payout ratio

e) None of the above

11. The stock of Nightdreams Inc. is $10 on the cum-dividend date.  The firm’s dividend was $.20.  The average tax rate for investors on dividend payments is 10%.  Which of the following is the most likely price for the stock on the next business day?

a) $9.80 

b) $9.82

c) $9.98

d) $10.18

e) $10.20

$10 – (.2*(1-.1)) = $9.82

12.  The stock of Nightdreams Inc. is $10 on the ex-dividend date.  The firm’s dividend was $.20.  The average tax rate for investors on dividend payments is 10%.  Which of the following was the most likely price for the stock on the prior business day?

a) $9.80

b) $9.82

c) $9.98

d) $10.18

e) $10.20

You should recognize this. I had the same question on the midterm.

P – (.2*(1-.1)) = $10.  

P = $10.18

Use the following information to answer the next THREE questions.  Prospectuss Inc. is an all equity firm that has $2,000,000 in assets of which $100,000 is in cash.  Its share price is $20 per share.  Ignore taxes and other market imperfections.

13. Prospectus is considering spending the $100,000 in cash on a share repurchase.  It would buy back the shares at the market price.  What will be the new price of the shares immediately after the share repurchase.


a)
$19


b)
$20


c)
$21


d)
$22


e)
None of the above

The share price will not change if the shares are bought at the current market price.

14.
 Instead of a share repurchase, Prospectuss management is considering spending the firm’s cash reserves on a dividend.  How large would the dividend per share be?


a)
$.10


b)
$.50


c)
$1.00

d)
$2.00


e)
None of the above

Dividend per share = Cash / # of shares

# of shares = $2,000,000 / 20 = 100,000 shares

Dividend per share = $100,000 / 100,000 shares = $1

15. Prospectuss management is undecided between a share repurchase and a cash dividend.  So, it decides to spend half of its cash reserves on a cash dividend and half on a share repurchase.  It will repurchase shares first at the going rate and then give out the cash dividend to the remaining shareholders.  What will be the price of the shares after the share repurchase and the cash dividend?

a) $19

b) $19.49

c) $20

d) $20.51

e) None of the above

# of shares repurchased = $50,000/20 = 2500

# of shares left = 100,000 – 2,500 = 97,500

Value of firm after share repurchase and dividend = $2M - $100,000 = $1.9 M

Price per share = $1.9M / 97,500 = $19.49

16. A firm is considering increasing its dividend in order to show investors that firm management believes that the firm will have increased cash flows in the future, in comparison to its cash flows in the present.  Which of the following types of market imperfections is this action trying to deal with?

a) Taxes

b) Transactions Costs

c) Costs of Financial Distress

d) Informational asymmetry

17. Fill in the blank.  The __________ is the ratio of the cash dividend divided by the market value of the stock.

a) Dollar Dividend

b) Dividend per share

c) Dividend Payout

d) Dividend Yield

18. Homemade Cash Corp. (HCC) follows a strict residual dividend policy.  The optimal capital structure for HCC involves a D/E ratio of 1.  Net earnings for the most recent period were $50,000, of which $30,000 were paid out in dividends.  How much were total new capital outlays in the most recent period?

f) $20,000

a) $30,000

b) $40,000

c) $50,000

d) None of the above

Strict residual dividends again…

New Capital Outlays = New Equity + New Debt

New Equity = Net earnings – Dividends = $50,000 - $30,000 = $20,000

New Debt = (D/E)(New Equity) = 1*$20,000 = $20,000

New Capital Outlays = $20,000 + $20,000 = $40,000

19.  Forget the Signal Inc. (FSI) follows a strict residual dividend policy.  Net earnings for the most recent period were $1,200,000, of which $200,000 were paid out in dividends.  New capital outlays for the year were $2,500,000.  What is the firm’s optimal capital structure, expressed as a debt/equity ratio?

a) 0

b) .5

c) 1.0

d) 2

e) None of the above

D/E ratio = new debt / new equity

New equity = Net earnings – dividends = $1,000,000

New debt = Total capital outlays – New equity = $2.5M - $1M = $1.5M

D/E ratio = $1.5M/$1M = 1.5

20. Which of the following statements is most true regarding strict residual dividend policies?

a) With strict residual dividend policies, transactions costs are high because the firm relies exclusively on externally generated equity to raise funds for new projects

b) Strict residual dividend policies usually lead to regular and stable dividends

c) With strict residual dividend policies, an increase in this period’s dividend, in comparison to last period’s dividend, sends a clear signal to the market that future cash flows for the firm will be high

d) With strict residual dividend policies, dividends are paid only after all profitable investment opportunities are exhausted

21.  Slowmedown Corp. and BuildMeUp Bank have entered into a loan agreement.  One covenant in the loan agreement states that Slowmedown Corp. will not declare or pay a dividend if  the Consolidated Debt to Annualized Operating Cash Flow Ratio is higher than 8 to 1.  Based on this information, which of the following statements is true?

a) This type of covenant helps to ensure that there is enough cash in the firm to pay off the interest on the debt as well as the principal, especially when the firm has low cash flows

b) This type of covenant is there to protect the shareholder from paying out too much in dividends

c) This type of covenant is there to protect the bondholder when the firm’s profits are strong

d) This type of covenant is there to limit dividend payments when the firm has extremely high cash flows

22. The covenant in the prior questions can be best described as which of the following?

a) Restrictions on Further debt

b) Limits on capital expenditures

c) Limits on withdrawals and dividends

d) Maintenance of minimum working capital levels

23. A firm has 1 million shares currently outstanding, valued at $10 apiece.  The firm also has net earnings of $1,000,000 with a retention ratio of 60%.  What will be the share price on the ex-dividend date, all else being equal, and assuming no taxes?


a)
$6.00


b)
$9.00


c)
$9.60

d)
$10.00


e)
None of the above


Money available for dividends = NE(1-rr) = $1M (1-.6) = $400,000

Ex-dividend share price = $10 – (total dividend / # of shares) = $10 – ($400,000/1M) = $9.60

24.  Which of the following firms is likely to have the largest dividend payout ratio, based on a stable dividend policy?


a)
A start-up firm with very bright prospects but some uncertainty


b)
A mature firm that has a lot of cash but relatively few business prospects


c)
A ‘safe’ firm that can count on average cash flows for the indefinite future

d)
A very risky firm with average cash flows that might see its future cash flows increase or decrease dramatically, in comparison to its current cash flows.

25. Dividends and share repurchases are examples of

e) How a firm gets money for the firm

f) How a firm spends money

g) How a firm gives money back to investors

h) People issues

26. If, holding all else constant, the current dividend and the growth rate in dividends for a firm is lower was thought, the NPV of a capital budgeting project for that firm will

f) Increase

g) Decrease

h) Stay the same, or

d) We do not have enough information to determine if the NPV will increase, decrease, or stay the same

You just need to think this one through. If D and g go down, then the return on equity goes down. So WACC goes down. If the discount rate decreases, the NPV increases.

27. Which of the following statements is true?

f) The dividend rate on preferred equity will always be higher than the coupon rate of debt of the same company because preferred equity is riskier than debt

g) The dividend rate on preferred equity will always be lower than the coupon rate of debt of the same company because preferred equity is riskier than debt

h) The dividend rate on preferred equity may not always be higher than the coupon rate of debt of the same company even though preferred equity is riskier than debt

i) The dividend rate on preferred equity will always be equal to the coupon rate of debt for the same company as long as the period to maturity is the same for the two securities.

j) None of the above

28. Which of the following is NOT a reason why a dividend might make a difference to shareholder wealth in real life?

f) Because the presence of a dividend or a dividend change might send a signal to investors as to the future cash flows of the firm

g) Because without dividends shareholders might have to sell their shares to get cash and there are transactions costs associated with selling shares

h) Because at least with dividends you know that you are getting some cash out of the company whereas without dividends, your shares might, at some time in the future, end up being worthless
i) Because dividends may be or are taxed differently from capital gains.
29.  Which of the following is NOT true

A) Dividend matters but dividend policy does not matter

B) Investors like high dividends because a firm can boost its share price by having a higher dividend payout ratio.

C) Investor like low dividend because of tax effect and floatation cost

D) Companies like high dividend because they do not have to pay dividend tax on corporate dividend.

E) According to Homemade dividend, dividend policy is irrelevant.

Straight from the book. Page 527.
30) Which of the following is NOT false

A) The difference between share repurchase and cash dividend is the tax treatment.

B) Share repurchase decreases the number of shares.

C) Share dilution is not possible with share repurchase.

D) Cash dividend and share repurchase has same impact on stock price.
E) Share repurchase is not common in Canada. 
31)  Comapany A announced a dividend of $3 on April 17th and the record date it considers is on the 2nd of May. At which date can it expect to have a price drop by $3 or less? 
A) April 18th 

B) May 2nd
C) April 30th
D) April 19th 

E) Price will never drop by that amount.

Ex-dividend date is the 30th of April.

32. If a company announce an annual dividend of $4 and the EPS is $10 p.s. then what is the plowback ratio. 

A) 50%

B) 60%

C) 70%

D) 55%

E) 62%

Plowback ratio = (1-payout ratio). Payout ratio is D/EPS = 4/10 = 0.4, so plowback =(1-0.4) = 0.6=60%
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Use the following information to answer the 4 questions below. ABC Inc has decided to acquire a new piece of machinery. The machine costs $6,000,000. It will have a salvage value in 5 years of $1,800,000. The CCA rate is 30% and the tax rate is 35%. CCA is deducted from income at the end of each year. Instead of purchasing the machine the company can lease the machine for $1,200,000 per year. The lease payments will be made at the beginning of the year. If your firm leases the machine the leasing company has agreed to pay the annual maintenance costs. The company will have to pay a security deposit of $450,000 at time zero. It will recover the security deposit at the end of the lease. The bank has agreed to lend the company the purchase price of the machine at an interest rate of 9%. 

Question 1: What is the present value of the CCA tax shield used to solve the problem?

a) -$1,312,010

b) -$1,708,761

c) -$1,289,720

d) -$1,004,525

e) None of the above

Question 2: What is the present value of after tax lease payments used to solve the problem?

a) -$5,075,530

b) -$4,667,582

c) -$3,229,095

d) -$3,492,092

e) None of the above

Question 3:  What is the present value of the salvage used to solve the problem?

a) -$1,169,877

b) -$1,354,622

c) -$760,420

d) -$880,504

e) None of the above

Question 4: What is the Net Advantage to Leasing?

a) $238,027

b) -$158,724

c) -$270,068

d) -$158,724

e) None of the above

Use the following information to answer the next 2 questions. GHI Corporation is comparing two different capital structures. Alternative 1 is an all-equity capital structure and Alternative 2 is a levered capital structure. Under Alternative 1 the company would have 50,000,000 shares outstanding. Under Alternative 2 the company would have 20,000,000 shares outstanding and $300,000,000 of debt outstanding. The interest rate on the debt would be 8%. The price per share will be $10. There are no corporate taxes. 

Question 5: If the EBIT is $100,000,000 what would be the EPS under Alternative 2?

a) $1.80

b) $2.30

c) $3.80

d) $2.80

e) None of the above
Question 6: What are the EPS at the break-even EBIT?

a) $1.00

b) $0.90

c) $0.80

d) $0.70

e) None of the above

Use the following information to answer the next 2 questions. An investor owns 1,000 shares of a company’s stock that will make two more dividend payments. The company will pay a dividend of $6 per share, 1 year from today and it will pay a liquidating dividend of $150 per share, 2 years from today. The required rate of return on the company’s stock is 11%. 

Question 7: What is the price of the company’s stock today?

a) $122.78

b) $129.42

c) $127.15

d) $124.94

e) None of the above

Question 8: The investor wishes to receive 3 times as much at time 2 as they receive at time 1. Therefore the investor will  ____________        ________________ shares at time 1. 


a)
sell, 237.7


b)
sell, 252.6


c)
sell, 328.4


d)
buy, 349.0


e)
none of the above

Question 9: An all equity company is considering four projects. The firm’s WACC is 11.0%. The risk-free rate is 5%, the expected return on the market is 12%. Information regarding the projects is shown in the table below.

	Project
	Project Beta
	Project’s IRR

	A
	0.3
	7.5%

	B
	0.9
	10.5%

	C
	1.3
	15.2%

	D
	1.7
	16.5%


Which of the projects should the company reject?

a) Projects B and D

b) Projects A and C

c) Projects A and B

d) Projects C and D

e) None of a, b, c or d is correct 

Question 10: ABC Inc. has a target D/E ratio of 2.5. Its cost of equity is 13%, and its cost of debt is 4%. If the tax rate is 40% what is the WACC?

a) 7.70%

b) 6.64%

c) 5.93%

d) 5.43%

e) None of the above

Use the following information to answer the following 4 questions You have been given the following information for DEF Inc. The Company’s tax rate is 35%. The firm has 6,100,000 common shares outstanding. The price per share is $32. The book value per share is $20. The company just paid a dividend of $3.50 per share on its common stock. The dividend is expected to grow by 4.25% each year. The dividend will be paid annually.  The firm has 180,000 bonds outstanding. Each bond has a face value of $1,000. The bonds have 45 years to maturity. The bonds sell for 104% of their face value. The bond’s coupon rate is 7.5%. Coupons are paid annually. The firm has 2,100,000 preferred shares outstanding. Currently the preferred shares sell for $90 each. The par value of the preferred shares is $100. The preferred shares just paid a dividend of $8.50 per share.   

Question 11: What is the cost of debt?

a) 7.50%

b) 6.78%

c) 7.20%

d) 6.93%

e) None of the above

Questions 12: What is the required rate of return on the equity?

a) 15.38%

b) 10.94%

c) 15.19%

d) 15.65%

e) None of the above

Question 13: What proportion of the firm’s assets is financed with common shares?

a) 33.4%

b) 33.1%

c) 33.3%

d) 34.2%

e) None of the above

Question 14: What is the WACC?

a)   12.4%

b)   10.0%

c)   11.3%

d)     9.2%

e)   None of the above

Use the following information to the following 2 questions. XYZ Inc predicts that earnings in the coming year will be $125 million. There are 50 million shares outstanding and the company has a debt equity ratio of 4.5. 

Question 15: What is maximum amount of money the company can spend on new investments, without changing its D/E and without issuing any new shares?


a)
$625,000,000


b)
$750,000,000


c)
$687,500,000


d)
$562,500,000


e) 
none of the above

Question 16: Suppose the company uses a residual dividend policy. Planned capital expenditures are $375,000,000. What will be the dividend per share?


a)
$1.00


b)
$1.25


c)
$0.83


d)
$1.14


e)
none of the above

Use the following information to answer the 3 questions below. XYZ Inc is contemplating changing its capital structure. Currently the company has no debt. It is considering issuing $200,000,000 of perpetual debt. If the company issued the debt, it would have an interest rate of 3%. The proceeds of the debt issue would be used to repurchase the company’s stock. The corporate tax rate is 35%. The company’s EBIT is $75,000,000. The company’s current required rate of return on the equity is 12%. There are 8,000,000 shares outstanding of the company’s stock. 

Question 17: How many shares will be outstanding after the debt issue is completed and the shares are repurchased?

a) 3,938,462

b) 3,359,580

c) 4,061,538

d) 4,640,420

e) None of the above

Question 18: What will be the required rate of return on the equity after the debt issue and share repurchase are completed?

a) 21.0%

b) 14.5%

c) 16.2%

d) 17.9%

e) None of the above

Question 19: What will be the price per share after the company issues the debt and buys back its stock?

a) $46.88

b) $63.88

c) $59.53

d) $50.78

e) None of the above

Question 20: You have been asked to determine the maximum amount that your firm will pay to lease a new piece of equipment. The equipment costs $2,000,000. The salvage value of the equipment is $450,000. The equipment will be leased for 5 years. The lease payment is made at the beginning of each year. The tax rate is 35%. The CCA rate is 25%. The company’s cost of debt is 5%. The break-even lease payment is?

a) $368,828

b) $239,738

c) $380,815

d) $247,529

e) None of the above

	Question 21:
	Which of the following is considered a benefit of the corporate form of organization?

I.

Ease of the transfer of ownership

II.

Limited life

III.

Double taxation



	a)
	II only

	b)
	I, II, and III

	c)
	I and III only

	d)
	I only

	e)
	I and II only


	Question 22:
	The process of planning and managing a firm's long-term investments is called:

	a)
	Capital budgeting.

	b)
	Agency cost analysis.

	c)
	Capital structure.

	d)
	Financial depreciation.

	e)
	Working capital management.


	Question 23:
	Which of the following is true regarding the use of the dividend growth model for estimating the cost of equity capital?

	a)
	The model works particularly well for companies that maintain a mostly unsteady dividend growth rate.

	b)
	One method of estimating future growth rates is the use of historical growth rates.

	c)
	The model explicitly considers risk.

	d)
	The results from this model are not sensitive to changes in the dividend growth rate.

	e)
	A key advantage to this model is its high degree of complexity.


	Question 24:
	Which of the following is/are characteristics of an operating lease?

I.     The payments are enough for the lessor to recover the cost of the equipment.

II.    The lessee maintains the asset.

III.   The lessee has the right to cancel the contract before expiration.

	a)
	II only

	b)
	II and III only

	c)
	I only

	d)
	III only

	e)
	I and II only


	Question 25:
	Which of the following make an asset a likely candidate for leasing?

I.     The costs of buying and selling the asset (i.e., transactions costs) are low.

II.    The future market value of the asset is difficult to predict.

III.   Technological changes related to the asset are unlikely.

IV.   Borrowing to purchase the asset would subject the firm to debt-related restrictions.

	a)
	II and IV only

	b)
	I, II, III, and IV

	c)
	III only

	d)
	II and III only

	e)
	I only


	Question 26:
	Which of the following will tend to diminish the benefit of the interest tax shield?

I.       a reduction in tax rates

II.      a large tax loss carryforward

III.     a large depreciation tax deduction

IV.     a sizeable increase in taxable income

	a)
	I and III only

	b)
	II and III only

	c)
	I, II, and III only

	d)
	I, II, III, and IV

	e)
	I and II only


	Question 27:
	Which one of the following statements is true?

	a)
	Capital structure does matter when taxes are included.

	b)
	The total value of a firm decreases as debt is initially added to an all equity firm, if taxes are considered.

	c)
	The general conclusions of M&M Proposition II do not hold when taxes are considered.

	d)
	The ideal capital structure minimizes the total tax liability.

	e)
	The tax shield applies to both debt and equity financing.


	Question 28:
	M&M Proposition I with tax supports the theory that:

	a)
	a firm's cost of capital is the same regardless of the mix of debt and equity used by the firm.

	b)
	there is a positive linear relationship between the amount of debt in a levered firm and its value.

	c)
	a firm's weighted average cost of capital increases as the debt-equity ratio of the firm rises.

	d)
	the value of an unlevered firm is equal to the value of a levered firm plus the value of the interest tax shield.

	e)
	the value of a firm is inversely related to the amount of leverage used by the firm.


	Question 29:
	A firm unexpectedly decreases its dividend payout and its stock price falls. The information content effect at least partially explains the fall in stock price since

	a)
	investors will always react unfavourably to changes in dividends

	b)
	investors react to the unexpected decrease in dividends as new information that future dividends are deteriorating

	c)
	unexpected changes in dividends will not affect stock prices if the firm has a written dividend policy

	d)
	an unexpected decrease in dividends means management is signaling that the firm has no positive NPV projects in which to invest

	e)
	this unexpected decrease may likely be viewed as an attempt by management to manipulate the stock price


	Question 30:
	Which of the following is NOT accurate regarding corporate dividends?

	a)
	The existence of an information content effect tends to make it difficult to determine the effects of dividend policy.

	b)
	In the absence of a more favourable tax rate on cash dividends, investors will prefer stocks with relatively low dividend payout rates.

	c)
	The value of a firm's stock is ultimately determined by its dividend policy.

	d)
	Dividend stability is usually viewed as a desirable objective.

	e)
	Once declared, a dividend becomes a liability of the firm.


Answers:

1 A

2 D

3 B

4 C

5 C

6 C

7 C

8 A

9 A

10 D

11 C

12 D

13 D

14 B

15 C

16 D

17 D

18 C

19 C

20 A

21 D

22 A

23 B

24 D

25 A

26 C

27 A

28 B

29 B

30 C
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