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Mid-Term Exam - Alan Kaplan 
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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. There are 40 multiple choice questions
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. Please fill in the blank.    The process of planning and managing a firm’s investment in long-term assets is called _________
a) Capital Budgeting
b) Capital Structure
c) Financial Engineering
d) Working Capital Management
3. Hardline Capital Inc. has 150 owners.  All the owners have limited liability and none of the owners are responsible for paying the taxes of the company.  What kind of business organization is Hardline Capital?
a) Sole Proprietorship
b) Partnership
c) Corporation
d) Charity
e) None of the above
4. If you can invest $600 today for ten years and receive $3000 at that time, what is the annual interest rate that you will be receiving?
a) .1238
b) .1471
c) .1592
d) .1746
5.  Kalamazoo Records has identified an investment project with the following cash flows:
Year 1:  $2,400, Year 2: 2,000, Year 3: $2,500.  All cash flows are received at the end of each year.  If the discount rate is 9%, what is the total PV of these cash flows?
a) $5,816
b) $6,151
c) $6,797
d) $6,999
e) $7,095
$2,400/(1.09) + $2,000/(1.09)^2 + $2,500/(1.09)^3 = $5,816

6.  You have just taken out a loan from a bank for $20,000.  You will have to pay the loan back in five equal annual instalments, at the end of each of the next five years.  The interest rate is 8% per years.  What will the principal be on the loan at the end of the first year, after you have made your first payment?
a) $18,622
b) $18,215
c) $17,554
d) $17,301
e) $16,591

The principal at the end of the first year is the starting principal minus the principal paid in the first year.  The principal payment in the first year is equal to the total annual payment minus the interest payment.  The total annual payment = $5,009.13, based on N=5, PV=$20,000, and r=.08  The interest payment is $1,600 based on PV=$20,000 and r=.08.  Therefore, the principal payment = $3,409.13 ($5,009.13 - $1,600).  The principal at the end of the first year = $16,591 = $20,000 - $3,409.

7.  The following stock quote for ASK Inc. appeared in the financial pages on the internet.  Being on the internet, the information is right up to date.  What was the closing price for this stock today based on the information provided?
YTD%
    52 Weeks
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Net 

Chg
  Hi       Low
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Div.
      %
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100’s
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14.81    27.53   16.21     ASK
.21
    1.24
12.7
1251
?????
$1.22

a) $14.32
b) $19.15
c) $23.51
d) $29.41
e) None of the above

Price = CF/r = (.21)/.0124 = $16.94

8. Please fill in the blank.  The possibility of conflicts that might arise between the shareholders and the management of a firm is called ___________
a) The Regulatory Dialectic
b) A Limited Partnership
c) An Agency problem
d) Special Funding units
9. Please fill in the blank.  If you will receive $5000 in ten years time, and the interest rate used to calculate the present value of the investment increases, the present value of the investment will _____________________
a) Increase
b) Decrease
c) Stay the Same
d) It is impossible to answer any of the first three answers without knowing the exact size of the increase.
The next EIGHT questions all relate to the “Why Buy it When you can Lease it?” case that we covered in class.  The following information may help you with some or all of these questions.  The Before-tax lease payment quoted in the case was $25,000 per year, for five years, paid at the end of each year.  The maintenance cost of the new equipment was to be $2,000 per year if the equipment was bought, but the cost would be included in the lease payments if the equipment was leased.  The increased efficiency of the new equipment was expected to result in net cost savings of $4,000 per year.  The lease would carry an option to buy the equipment at the end of five years.  The new equipment would have a salvage value of $30,000 at the end of five years.  The purchase cost of the equipment was $100,000.  The tax rate was 40% and the CCA rate was 30%.  The before-tax cost of debt was 10%.
10.  Which of the following costs/revenues would NOT be relevant to the Lease vs. buy decision?
a) The net cost savings of $4,000 per year
b) The purchase cost of $100,000
c) The Before-tax lease payment of $25,000 per year
d) The maintenance cost of $2,000 per year
11. Please fill in the blank.  If the salvage value were higher than the expected $30,000, the CCA tax benefit from buying, using, and then selling the equipment would be  _________?
a) Lower
b) Higher
c) Stay the Same
d) It is impossible to answer any of a), b), or c), without knowing exactly how much higher the salvage value would be.
12.  What will be the PV of the AFTER-tax lease payment that is paid at the end of year three?
a) $9,411
b) $11,270
c) $18,783
d) $20,990
e) None of the above

PV = 12,594, based on N=3, r = .06 (.1*(1-.4)), and FV = $15,000 ($25,000*(1-.4))
13.  Which of the following statements is true?

a) The maintenance costs will be a positive to leasing versus buying in the lease vs. buy calculation
b) The maintenance costs will be a positive to buying versus leasing in the lease vs buy calculation
c) The maintenance costs will have to be paid either way, so they will not be a positive or a negative in the lease versus buy calculation
d) None of the above
14. Which of the following is a true representation of the NAL calculation in this case?

a) NAL = - Initial Cost – PV(AT Lease payments) + PV(AT Maintenance Costs) – PV(Salvage) + PV(CCA tax benefit of total equipment purchase) - PV(CCA tax loss due to salvage) +PV(net cost savings due to increased efficiency)
b) NAL = + Initial Cost – PV(AT Lease payments) + PV(AT Maintenance Costs) – PV(Salvage) + PV(CCA tax benefit of total equipment purchase) - PV(CCA tax loss due to salvage) – PV(net cost savings due to increased efficiency)
c) NAL = - Initial Cost – PV(AT Lease payments) + PV(AT Maintenance Costs) – PV(Salvage) – PV(CCA tax benefit of total equipment purchase) + PV(CCA tax loss due to salvage)
d) NAL = + Initial Cost – PV(AT Lease payments) + PV(AT Maintenance Costs) – PV(Salvage) – PV(CCA tax benefit of total equipment purchase) + PV(CCA tax loss due to salvage)
15. What is the PV of the After-tax Lease Payments?

a)
$35,284

b)
$54,251

c)
$63,185


d)
$105,309

e)
None of the above

PV = $63,185, based on PMT = $15,000($25,000*(1-.4), N=5, r = .06(.1*(1-.4))
16. Assume for the purposes of this question that the equipment is NOT depreciable for tax purposes and cannot be expensed either.  Given that the lease payments  and the maintenance costs in the case are tax deductible, which of the following statements is true?

I)
An increase in the tax rate will result in a lower NAL


II)
A decrease in the tax rate will result in a higher NAL


III)
An increase in the tax rate will result in a higher NAL

a)   I only

b)   II only

c)   III only

d)  II and III only

e)   I and II only
17. What is the PV of the salvage payment in the case?

a)
$15,031

b)
$22,418

c)
$26,437

d)
$33,217

e) 
None of the above

PV = $22,418 based on N=5, r = .06, and FV = $30,000

18.
 Which of the following statements best describes a reverse auction as discussed in class?

a)
The Treasury Department bids and the Financial Institution accepts the highest bid from the Treasury.

b)     The Treasury Departments bids on Financial Institution’s debt and the Financial 
  
        Institutions accept the lowest bid.


c)     The Financial Institutions make bids to the Treasury Department, 

offering to sell the Financial Institution’s debt to the Treasury 


Department.

d)
The Financial Institutions make bids to the Treasury Department, offering to buy 


debt being sold by the Treasury Department.
Please use the following information to answer the next FOUR questions.  Magus Inc. expects an EBIT next year of $1,000,000, but the EBIT could be 40% higher if an expansion occurs or 40% lower if a recession occurs.  The firm currently has 100,000 shares outstanding, valued at $100 each, and no debt.  The firm is thinking of issuing a $2,000,000 bond, and using the proceeds to buy back shares.  The interest rate on the bond will be 8% if it is issued.  Assume that there are no taxes and that the stock price will not change if the bond is issued and the shares repurchased.

19. What is the expected EPS if Magus Inc. makes its expected EBIT and keeps its all-equity capital structure?
a) $100,000
b) $1,000,000
c) $1
d) $10
EPS = EBIT/# of shares = $1M/100,000 = $10

20. What is the expected EPS if Magus Inc. suffers a recession and changes to a mixed debt/equity capital structure, as planned?
a) $24.25
b) $60
c) $5.50
d) $600
e) None of the above

EPS = (EBIT-Interest)/# of shares, 

Interest = (.08*2M) = 160,000, # of shares = 100,000 – (2M/100) = 80,000

EPS = (.6M-160,000)/80,000 = 5.50
21. If the firm takes on debt, and if the recession occurs, in comparison to keeping its all-equity capital structure, its ROE will be:
a) Higher
b) Lower
c) The same
d) One of the above three answers but I cannot know which without more information
22. If the firm takes on debt, and if the expansion occurs, in comparison to keeping its all-equity capital structure, its ROE will be:
a) Higher
b) Lower
c) The same
d) One of the above three answers but I cannot know which without more information
23.  Given the corporate tax benefits associated with taking on debt, but ignoring the costs of financial distress, personal taxes, or any other market imperfections, which of the following properly states the value of the levered firm?
a) VL = VU - (TC*rD*D)

b) VL = VU - (rD*D)

c) VL = VU + (TC*D)
d) VL = VU + (rD*D)
24. Given the corporate tax benefits associated with taking on debt, but ignoring the costs of financial distress or any other market imperfections, which of the following is the value of the equity of the unlevered firm, given that VL=$1,200,000, Rd=.08, TC=.20, and D=$2,000,000?

a) $800,000
b) $1,000,000
c) $1,080,000
d) $1,200,000
e) None of the above
VL = VU + (TC*D)

VU = VL – (TC*D)

VU = 1.2M – (.2*2M) = 800,000
25. Massey Ferguson did not do well in the early 1980’s.  While there were several reasons for why this could be the case, what was the biggest reason as discussed in class?


a)     Potential customers couldn’t afford to buy on credit, because interest rates were so high, so they just didn’t buy.

b)     Massey Ferguson had a lot of debt in its capital structure and when interest rates went up, Massey Ferguson had to pay a lot more interest on its loans
c)  
The price of grain went down sharply because too much grain had been produced in the late 1970’s, forcing some farms to produce less grain, and consequently, need fewer tractors.
d)  
The demand for grain declined because people turned to other food items, such as meat and fish, reducing the need for tractors.
26. Given the corporate tax benefits associated with taking on debt, but ignoring the costs of financial distress or any other market imperfections, what is the corporate tax rate, given that VL=$1,200,000, Vu = $1,000,000, and D=$1,000,000?


a)
10%

b)
20%

c)
30%

d)
40%

e)
None of the above
VL=VU + (tD)

T = (VL-VU)/D = (1.2M – 1M)/2M = .20
27. Which of the following is NOT an INDIRECT cost of Financial Distress?
a) The costs of legal and court fees associated with bankruptcy
b) The cost associated with Suppliers who demand cash on delivery because they are not sure if they will be paid if they extend the firm better credit terms
c) The cost associated with reduced sales because potential customers are concerned that the firm may not be able to service the product due to Financial Distress
d) The cost associated with good employees leaving the firm when they think that the firm may go out of business after having been in Financial Distress
28. Which of the following of firms is most likely to have a high target Debt/Equity ratio?
a) A Real Estate Broker
b) A Funeral Home operator

c) Software developer
d) A high-tech Engineering firm
29. Which of the following statements is most true?
a) Transactions costs are highest to issue equity, followed by issuing debt, followed by using internal funds
b) Transactions costs are highest to issue debt, followed by issuing equity, followed by using internal funds
c) Transactions costs are highest to using internal funds, followed by issuing equity, followed by issuing debt
d) Transactions costs are highest to using internal funds, followed by issuing debt, followed by issuing equity
30. Which of the following is a game/activity that a firm might want to play, for the benefit of  shareholders, if the firm enters Financial Distress?

a) Engage in a risky –NPV project
b) Engage in a very safe, but very small +NPV project
c) Suspend dividends
d) Accelerate Bankruptcy proceedings
31.  Which of the following is NOT an assumption underlying the M&M model of capital structure irrelevance?

a) There are no transactions costs

b) There are no costs of Financial Distress

c) The Debt/Equity ratio of the firm is kept constant

d) Investors can borrow and lend at the same rate as the firm

32.  It’s January 1st, 2008.  Fall Colours Inc. just paid a dividend yesterday.  Its stock price today is $50 per share.  It expects to pay a $0.25 dividend each quarter for the upcoming year.  The cost of equity for Fall Colours Inc. is 10% per year.  What is the expected share price for Fall Colours Inc. on January 1st, 2009?

a) $49

b) $50.25

c) $51

d) $54

e) $54.75

Share Price 
= Current Price*(1+r) – All dividends



= 50*(1+.1) – 4(.25) = 54

Please use the following information to answer the next FIVE questions.  Shamkazan Inc. has $50,000 in cash, $450,000 in other assets (valued at market value), and is an all-equity firm.  The firm currently has 50,000 shares outstanding.  The firm is thinking of either paying a $1 dividend per share, or using the cash that it would have used on the dividend to buy back shares, or paying a $.25 dividend per share and after the dividend is paid, using the rest of its cash to buy back shares.  Assume no taxes or other market imperfections.  Also assume that the share price will remain constant except for dividends or share buybacks.
33.  What will the share price be on the cum-dividend date if the firm decides to pay out the $1 dividend per share?
a) $9

b) $10

c) $11

d) $12

e) None of the above

The share price will not change because the dividend has not yet been paid and will be paid to the holder of the stock.

34.  What will the share price be on the first business day after the cum-dividend date if the firm decides to pay out the $1 dividend per share?

a) $9

b) $10

c) $11

d) $12

e) None of the above

The share price will go down by the value of the dividend because the holders of the stock on the ex-dividend day will not receive the dividend.

35.  How many shares will be outstanding after the share buyback, if the firm decides to use all its cash to do a share buyback?

a) 45,000

b) 49,000

c) 50,000

d) 55,000

e) None of the above

Number of shares 
= current number – number bought back




= 50,000 – ($50,000/$10 per share) = 45,000
36.  How many shares will be repurchased by the firm if the firm decides to first pay a $.25 dividend and then repurchase shares with its remaining cash?

a) 5128

b) 5000

c) 3846

d) 3750

e) None of the above

# of shares repurchased
= Cash / Price per share





= ($50,000-dividend payout) / ($10 – dividend)





= (50,000-(.25*50,000))/($10-.25) = 3846

37.  Please fill in the blank.  Shareholders of Shamkazan will have their wealth maximized _________________________________.

a) If the firm does the full $1 dividend per share

b) If the firm does the full share repurchase

c) Equally regardless of whether the firm does the full dividend, the full share repurchase, or the mixed dividend and share repurchase

d) If the firm does one of the three proposed payout schemes, but without more information, it is impossible to know which payout scheme will maximize shareholder wealth.
38.  Which of the following is a reason why dividend policy is important?
i. Taxes

ii. Transactions Costs

iii. Informational Effects

a) i only

b) ii only 

c) i and iii only

d) ii and iii only

e) All of i, ii, and iii

39. Which of the following is a feature of BOTH a Compromise dividend policy and a Residual dividend policy?

a) Pay out whatever extra retained earnings that you have after all of your +NPV projects are financed

b) Avoid a dividend cut

c) Avoid the need to go to the market for external equity or debt

d) Maintain your capital structure

40.  Which of the following statements is true regarding stock repurchases and dividends?

a) A shareholder pays taxes in the case of a share repurchase regardless of whether the shareholder sells her/his shares back to the firm or not

b) A shareholder does not pay taxes in the case of a share repurchase

c) The taxes that a shareholder pays in the case of a share repurchase are equal to those that the shareholder pays in the case of a dividend.

d) A shareholder gets a significant tax advantage with a share repurchase in comparison to a dividend.
