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Mid-Term Exam - Alan Kaplan - Solution 
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Time allowed:   2 hours

Aids allowed:   Closed book except for an 8’1/2” by 11’ note sheet

Answer all multiple choice questions on the scan sheet.

All multiple choice questions are worth 1 mark each. The exam is worth 50 marks.
Make sure to print in your name and student number at the start of the non-multiple choice portion of the exam.

1. Which version of the exam do you have?  This is a free mark.  Take it.
a) A

b) B

c) C

d) D

2. 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
3. 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
4. Be has $4000 invested in bonds of Besaif Inc.  Saif has $14,000 invested in common shares of Besaif Inc.  Be requires a 6% return on her investment and Saif requires a 12% return on his investment.  What is the WACC of the firm?  The Corporate tax rate is 40%.
a) .0986
b) .1013
c) .1066
d) .1095
e) None of the above
(4/18)(.06)(1-.4) + (14/18)(.12) = .1013
5.  Stern Stewart Corp. has $100 million in assets, a WACC of 12.5%, and cash flows this year of $15 million.  What is Stern Stewart’s EVA?
a) $1,875,000
b) $2,500,000
c) -$2,500,000
d) $15,000,000
e) None of the above
EVA = ($15 million) – (.125 * $100 million) = $2.5 million
6.  Rasher Corp. has had dividends per share over the past four years of $1, $1.01, $1.03, and $1.06.  Rasher Corp. stock is currently selling for $22.56 per share.  Using the arithmetic approach, what is Rasher’s cost of  equity (re)?

a) .02
b) .048
c) .068
d) .098
e) None of the above

g = (.01+.02+.03)/3 = .02

r = [(1.06*1.02)/22.56 ] + .02 = .068
7.  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 = (1400-1000)/4 = .1

Re = .04 + 2(.1-.04) = .16
8. Douglas Corp. has issued a perpetual bond.  The annual coupon rate is 6.2% based on a nominal par value of the bond of $1000.  The bond is currently selling for 91% of par value.  What is the annual rate of return on the bond?
a) .08578
b) .09314
c) .05722
d) .06813
e) None of the above

r = cf/p = 62/910 = .06813
9. 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
10.  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
The WACC is always higher than the cost of debt because there will always be equityholders in the firm, they will always demand a higher return than the debtholders, and therefore the Weighted average cost of capital will be higher than the cost of debt.  
11. 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

12.  Fill in the blank.  In order to perform  ______________  we change one of the inputs while keeping the others constant.
a) Sensitivity analysis
b) Simulation analysis
c) Scenario analysis
d) None of the above
13.  Fill in the blank.  A firm has to make a decision between two projects.  It cannot choose both, even if they are both positive NPV projects, because the firm does not have enough money  to fund both.  This is an example of  _________.
a) Break-even Analysis
b) Monte Carlo Simulation
c) Managerial Options
d) Capital Rationing
14. 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
15. 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
16. 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
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.
17. 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 (Paid at start of year)
18.
 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 = (3k)(1-.3) = 2,100,  r = (.08)(1-.3) = .056, N = 10, PV = $15,753

19. 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 = 10k, r = (.08)(1-.3) = .056, N = 10, PV 5,799
20. 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

[(cdt)/(d+k)][(1+.5k)/(1+k)] – [(sdt)/(d+k)][1/(1+k)^N]

[(100k*.3*.3))/(.3+.056)][(1+.5(.056))/(1+.056)] – [(10k*.3*.3)/(.3+.056)][1/(1+.056)^10]

= $23,145

21. 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 
= + Initial Cost - PV(AT lease payments) - PVCCATB -  PV(Salv.) + PV(AT maintenance payments)


= +100K – 77,633 - 23,145 - 5,799 +15,753 = 9,176
Please use the following information to answer the next FIVE questions.  Welka Inc. Is currently an all equity firm with 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. Steve Welka owns 1% of the equity of the firm.

22. What is Steve Welka’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

23.  The firm management is thinking of taking on some debt in order to buy back shares.  More specifically, management 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
24. If the firm management does go through with its plan to recapitalize and assuming that Steve 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

25. How can Steve 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)   Steve 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)    Steve must sell 40% of his shares, take the proceeds from the sale and lend the money out at 8%
c)  
Steve 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)  
Steve must sell 60% of his shares, take the proceeds from the sale and lend the money out at 8%

e)
None of the above

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


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

b)
Steve 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 Steve will want the firm to take on debt or not

d)
Steve 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

27. Honeycrest 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
28. If a firm knows for certain that it will make more than the Indifference EBIT, and if the M&M propositions do not apply, which of the following statements is most true?
a) The firm should take on extra debt and buy back some of the outstanding equity
b) The firm should take on extra equity and buy back some of the outstanding debt
c) The firm should take on both extra equity and extra debt, but more equity than debt
d) The firm should not change its current capital structure 
e) None of the above
29. Which of the following is NOT a market imperfection that we discussed in class relating to the M&M indifference propositions?

a) The inability to borrow and lend at the same rate as the firm
b) Differential taxes
c) The indirect costs of Financial Distress
d) The difference between the before and after-tax cost of debt 
30. When firm management is considering the capital structure decision for their firm, which of the following functions are they considering?

a) How to get money
b) How to spend money
c) How to govern the firm ethically
d) How to give back money to shareholders
Name:__________________________  
Student #________________________________

1. (12 marks) It’s June 1980, and Chrysler Corp. has had three bad years in a row financially.  The future doesn’t look much rosier either and there is some question as to how long Chrysler will survive.  Trina is looking to buy a car and she likes one of the Chrysler models.  Jeffrey is a car parts supplier who sells front and back bumpers to Chrysler for all of their models.  Amir is a less than outstanding employee of Chrysler who still has a job but who has had several successive poor performance reviews.  Terri is an outstanding Chrysler employee who is involved in vehicle design and research.  Terri has several written recommendations from her various bosses, along with a string of pay raises as evidence of her ability.  Ahmad is Chrysler’s largest shareholder.  Ahmad has effective control over the Board of Directors, who have control over senior management.  PLEASE PRINT CLEARLY and don’t feel that you have to use up all your space.  Having said that, if you don’t have enough space, you can use the back of the page.
a) (2 marks) In words, how and why might Trina act differently because Chrysler is in financial distress than if Chrysler were in good financial shape?
________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

b) (2 marks)  In words, how and why might Jeffrey act differently because Chrysler is in financial distress than if Chrysler were in good financial shape?

________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

c) (2 marks)  In words, how and why might Terri act differently because Chrysler is in financial distress than if Chrysler were in good financial shape?
________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

d) (2 marks)  In words, how and why might Amir act differently or NOT act differently because Chrysler is in financial distress than if Chrysler were in good financial shape?
________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

e) (2 marks)  In words, how and why might Ahmad act differently because Chrysler is in financial distress than if Chrysler were in good financial shape?  More specifically, what “games” or “actions” might he instruct senior management to engage in that he would not encourage management to engage in if the firm were in good shape?

________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________
f) (2 marks)  In words, how and what part does the Capital Structure decision have to play in a firm getting into financial trouble (or not)?

__________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________
2. (8 marks) Josee needs a new laptop.  Her’s just died.  The cheapest laptop out on the market costs $500 including taxes.  Josee is broke, but does own 500 shares of Firstdiv Corp. common stock.  As of today, Firstdiv. Corp. shares are priced at $20 per share.  Tommorrow is the ex-dividend date and Firstdiv is about to pay a $.20 per share dividend.  Assume that there are no taxes or other market imperfections, and that there is the ability to buy and sell fractional shares.
a) (6 marks) As of tomorrow, what should Josee do in order to have exactly enough money to buy her laptop?  Assume that she will buy the laptop on the day she receives her dividend cheque.  Show your work. 
You need $500.  You will be getting a $100 dividend (500 shares * $.20 per share).  You will need to sell off enough shares to get you $400 ($500-$100).  I have assumed here that you will receive the $100 dividend immediately on the ex-dividend date.  I would happily accept another assumption, if one was stated.
The shares will be worth $19.80 each ($20 - $.20 dividend).  You will need to sell off 20.202 shares ($400/$19.80).

b) (2 marks) How much will Josee’s remaining shares be worth in total (not per share), as of the ex-dividend day, after she does whatever she you decide she is going to do in part a) of this question?
Josee will have 479.798 shares remaining after her sale of shares in part a) of the question.  Each share will be worth $19.80, giving her a total value of $9,500.

