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Answer all multiple choice questions on the marksense sheet.

All multiple choice questions are worth 1 mark each.

1. Which version of the exam do you have?
a) A
b) B
c) C
d) D
2. Given a current dividend of $.50 and an historical growth rate in dividends of 6%, 7%, and 8% in each of the past three years, which of the following statements is most true?
a) The required rate of return on equity is less than 7%.
b) The required rate of return on equity is equal to or greater than 7%
c) The required rate of return on equity is equal to or less than 7%
d) None of the Above

Since re = D1/P + g, g is about 7%, and both D1 and P are positive, re would have to be a little larger than 7% 

3. If the current dividend is $.30 per share, and the dividend from two years ago was $.28 per share, what is the firm’s geometric annual growth rate in dividends?
a) 29%
b) 7.14%
c) 3.51%
d) None of the above
(.3-.28)/.28 = .0714 = 2-year growth rate.  The annual growth rate = (1+.0714)^.5 -1 = .0351

4. Given a growth rate in dividends of 4%, a D0  of $.20, and a stock price of $3.42, what is the firm’s cost of equity?
a) .0985
b) .1008
c) .1251
d) .1114
e) None of the Above

Re = (.20*1.04)/3.42 + .04 = .1008
5.  Which of the following is most true?
a) The higher the WACC, the lower the value of the firm
b) The higher the WACC, the higher the value of the firm
c) The value of the WACC does not directly affect the value of the firm
d) The lower the cash inflows of the firm, the higher the value of the firm
e) None of the Above

Since V = CF/r, the higher the denominator, the lower the value of the firm.  Put another way, if you need to discount your future cash flows at a higher rate, the present value of those cash flows will be less.

The following information is to be used on each of the next TWO questions.  Baseball Solutions Inc. has 400,000 common shares outstanding priced at $4.00 each, and 200,000 preferred shares outstanding with an annual coupon of $.30, priced to yield 15% annually.  The firm has no debt.  
6.  What is proportional weight of common equity (we) for Baseball Solutions?
a) 67%
b) 50%
c) 33%
d) 80%
e) None of the above

(400000*$4) = MV of common equity = $1.6M

Price(p) = $.3/.15 = $2, MV of preferred equity = (200000*$2) = $400,000

We = ($1.6M)/($1.6M + $.4M) = 80%

7.  What is the proportional weight of preferred equity for Baseball Solutions?
a) 33%
b) 50%
c) 67%
d) 20%
e) We cannot determine the solution to this problem without more information
In this case, Wp = 1- We
8. Which of the following types of cashflows is likely to be an advantage to leasing over buying?
a) Lease Payments
b) The tax impact from the CCA deduction for the asset
c) The tax impact from the lost CCA deduction on the salvage of the asset
d) The cashflow from the salvage of the asset
e) None of the above

9. Which of the following is the most appropriate discount rate to use to discount lease payments?
a) The WACC
b) The after-tax cost of equity
c) The after-tax cost of debt
d) The before-tax cost of debt
e) None of the above

Lease payments are essentially as risky as other debt payments and usually less risky than the normal business cash flows of the firm

10.  Firm A has 15,000,000 common shares, priced at $4.00 each, and 50,000 bonds with a bond price of 60 and a face value of $1000 each.  What is the weight of debt as a percentage of the total weight of the firm?
a) 33.33%
b) 50%
c) 66.67%
d) 75%
e) None of the above

(50000*.6*1000) / (50000*.6*1000) + (15M*4) = .333

11. Which of the following is NOT a good reason for there to be a leasing business?
a) The cash flows for the lessee are the mirror image of the cash flows for the lessor
b) The corporate tax rate for the lessor may be different from the corporate tax rate for the lessee
c) The lessor may be able to buy units in bulk at a cheaper per unit price than the lessee who only needs to acquire one unit
d) The lessor can repossess the leased unit cheaply and quickly in the event that the lessee defaults on its lease payments
e) None of the above

12.  Firm A leases a widget machine, and pays $4,000 per year at the start of each year for the use of the machine.  The lease contract is for five years, the after-tax discount rate is 8%, and the tax rate is 40%.  What is the PV of the after-tax lease payments?
a) $9,582.5
b) $10,349.1
c) $15,970.8
d) $17,248.5
e) None of the above

PMT = (*4000*.6 = 2400), N = 5, r = 8%, Annuity due = 10,349.1

13. In the “Why Buy it When you can Lease it Case”, the cost savings associated with a new piece of kitchen equipment was $4,000 per year.  How did we account for this in the lease vs. buy decision?
a) This was a positive cash flow associated with leasing
b) This was a negative cash flow associated with buying
c) We did not factor in this cash flow into the Lease vs. Buy decision
d) This was a negative cash flow associated with leasing
This cash flow occurred regardless of whether we leased or bought, so it was not factored into the lease vs. buy decision
14. Which of the following is true about operating leases?
a) They need to be accounted for on the balance sheet
b) The asset must usually be maintained and kept up by the lessee
c) The lease contract can usually not be broken by the lessee without a severe financial penalty
d) The lease payments are tax deductible
e) None of the above

Lease payments are tax deductible, both for operating and financial leases.
15. The PV of after-tax lease payments is $123,000, based on N=10 years, a corporate tax rate of 50%, and an after-tax cost of debt of 10%, what is the before-tax annual lease payment.

a)
$20,017.68

b)
$40,035.36

c)
$15,929.06

d)
$31,858.12

e)
decrease as the firm uses debt to fund expansion projects

PMT based on PV = 123,000, N=10, and r =.10, PMT = 20017.68, PMT(BT) = 20,017.68/(1-.5) = $40,035.36
16. Firm X has just purchased a widjit maker for $150,000.  The widjit maker is in the 15% CCA class, and the firm has a 40% tax rate.  The firm also expects to have $250,000 in revenues and $200,000 in operating expenses this year.  Assuming that Firm X can make full use of any CCA tax benefit, what will the tax benefit of the CCA from the widjit maker be in the first year?

a)  $5,625


b)  $11,250

c)  $9,000

d)  $4,500

e) None of the above
($150,000*.5*.15*.4) = $4,500
17. Firm Y has also just purchased a widjit maker for $150,000; 15% CCA class, 40% tax rate, $250,000 revenues per year, and $200,000 operating expenses.  What is the CCA deduction that Firm Y gets to claim in the second year of the widjit maker’s life?

a)
$11,250

b)
$9,000

c)
$23,584

d)
$20,812.5

e)
None of the above
2nd year CCA deduction = (UCC*.15)
UCC = $150,000 – (first year CCA)

First Year CCA = ($150,000*.5*.15) = $11,250

UCC = 150,000 – 11,250 = 138,750

2nd year CCA deduction = 138,750*.15 = $20,812.5

18.
 Based on M&M, Proposition II with taxes, which of the following statements is true?

a)
The WACC declines as the firm takes on debt, assuming a positive tax rate

b)
The WACC increases as the firm takes on debt, regardless of the tax rate

c)
The WACC decreases as the firm takes on debt, assuming a positive tax rate

d)
The WACC increases as the firm takes on debt, regardless of the tax rate
Please use the following information to answer the next THREE questions.

Handequin Corp. has annual EBIT’s of $250,000, a corporate tax rate of 20%, outstanding debt of $750,000, and an unlevered cost of equity of 20%.  

19. What is the value of the unlevered firm?
a) $500,000
b) $750,000
c) $1,000.000
d) $250,000
e) None of the above

VU = (EBIT*(1-t))/ru = (250,000*.8)/.2 = $1,000,000

20. What is the value of the Handequin Corp., as a levered firm?
a) $550,000
b) $850,000
c) $1,150,000

d) $275,000

e) None of the above

VL = VU + (td) = 1M + (.2*750,000) = 1.15 M

21. What is the value of Handequin’s equity, based on Handequin being a levered firm?
a) $200,000
b) $300,000
c) $400,000
d) $500,000
e) None of the above

E = VL – D = 1.15M – 750,000 = $400,000

22. Which of the following types of businesses is likely to have the highest probability of financial distress?
a) A computer software developer
b) A Supermarket food store
c) A funeral home
d) Coca Cola
23.  Which of the following firms is likely to have the highest optimal debt-equity ratio?
a) A medical research firm
b) A computer software developer
c) An advertising firm
d) A restaurant chain
24. Why would a lender/creditor require a firm to take out a life insurance policy on the firm’s CEO and/or other senior officers?
a) Because the creditor wants to make sure that management doesn’t have to worry about whether their family is taken care of or not in the event of the death of the manager
b) Because it is required by law
c) Because the lender wants to make sure that it (the lender) is paid back in the event that the CEO or senior officer dies and the firm fails as a result of then not having strong management
d) Because, in the event of death to the old CEO, the new CEO will not have to worry about whether the family of the old CEO is taken care of or not
25. Which of the following are true, everything else being equal, when a firm is operating at its target capital structure point?


I.     The WACC is at its maximum point.



II.     The debt-equity ratio is equal to 1.



III.     Shareholder value is maximized.



IV.     The total value of the firm is maximized.

a)
I and IV only


b)
III and IV only


c)
I and III only


d)
I, III, and IV only


e)
I, II, III, and IV

26. If the cost of borrowing is higher for the individual than for the firm, which of the following statements is true, everything else being equal?

a)
Capital structure does not matter because the individual can create whatever capital structure that he or she wants by simply taking on debt or lending it out

b)
An individual can, through borrowing money, recreate the same cash flows that the firm would have created if it had borrowed money directly

c)
An individual would, through borrowing money, recreate higher cash flows than the firm would have created if it had borrowed money directly

d)
An individual would, through borrowing money, recreate lower cash flows than the firm would have created if it had borrowed money directly

e)
None of the above
27. If the corporate tax rate is 20%, the personal tax rate on equity income (dividends and capital gains) is 20%, and the personal tax rate on debt income (interest) is 50%, which of the following statements is most true?
a) There is a tax benefit to having more debt in your capital structure
b) Taxes are irrelevant to the firm’s capital structure decision 

c) There is a tax benefit to having less debt in your capital structure
d) We cannot answer this question without more information on the current capital structure of the firm
e) None of the above

28. Which of the following would be a non-marketed claim, according to the textbook? 
I) The claim that shareholders have on the cash flows of the firm
II) The claim that bondholders have on the cash flows of the firm
III) The claim that the government has on the cash flows of the firm
a) Only I

b) Only II

c) Both I and II

d) Only III

e) None of the above

29.  Which of the following is an example of a direct cost of bankruptcy?
a) A supplier to a firm demands cash on delivery instead of allowing the firm 6 months to pay because the firm is having trouble meeting its debt and interest payments
b) A firm takes on a negative NPV project in the hope that it will get lucky and have a big payoff from the project
c) A firm pays out a large dividend to shareholders just prior to the actual bankruptcy
d) A firm encounters large legal and administrative costs in going through the bankruptcy process
e) None of the above

30. Ryerdaughter Inc. pays 20% in corporate tax.  The personal tax rates on debt and equity are 40% and 30% respectively.  Ryerdaughter Inc. is an all equity firm.  Assuming a 100% payout ratio, how much of every $100 of EBIT do Ryerdaughter Inc.’s shareholders receive after all taxes are accounted for?
a) $50
b) $80
c) $44
d) $60
e) None of the above
100*(1-.2)*(1-.3) = $56
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1. (6 marks) Corpfin Inc. has 10 million common shares outstanding, worth $14 each.  It also has debt with a face value of $60 million, a 10% annual coupon, 10 years until maturity, and its cost of debt is 7.56472%.  It has cash of $10 million and other assets.  Assume that there are no taxes or other market frictions.  
a) (4 marks) Please fill in Corpfin’s Market Value balance sheet in Balance sheet A.  Corpfin is thinking of paying a 2% dividend (based on current market price).  Please fill in Balance Sheet B based on the dividend payment.  If it does not pay out a dividend, Corpfin will buyback shares with the money that it would have used to pay the dividend.  Please fill in Balance Sheet C based on the share buyback.  
	Balance Sheet A
	
	Balance Sheet B
	
	Balance Sheet C

	Cash 10M
	Debt 70M
	
	Cash 7.2M
	Debt 70M
	
	Cash 7.2M
	Debt 70M

	Other 200M
	Equity 140M
	
	Other 200M
	Equity 137.2M
	
	Other 200M
	Equity 137.2M

	Total 210M
	Total 210M
	
	Total 207.2M
	Total 207.2M
	
	Total 207.2M
	Total 207.2M


Share Buyback = Dividend = (.02*140M) = $2.8M, Cash = 10M-2.8M = 7.2M

b) (2 marks) If Corpfin. decides to buy back the shares, calculate the new price per share and the new number of shares.
Share Buyback = $2.8M / $14 = 200,000 shares.

Total number of shares left = 9.8M

New Price = Equity/#of shares = $137.2M / 9.8M = $14

2. (4 marks) Shaarezedek Corp. has a D/E ratio of .5, and follows a strict residual dividend policy.  It expects its EBIT to be $1,650,000 in the upcoming year, its interest payments will be $400,000, and it has a 20% corporate tax rate. Its capital expenditures are expected to $1,000,000.  How much does Shaarezedek expect to pay out in dividends next year?

If D/E = .5, then of the new $1M, $333,333 will be debt and $666,666 will be equity.

Since EBIT = $1.65M, and interest = $400,000, its EBT = $12.5M, and its EAT will be $1M

Since its EAT is $1M and $666,666 will be spent internally, $333,333 will be left over to be paid out as dividends.

3. (10 marks) Hochstyne Inc. currently has 100,000 common shares outstanding, a corporate tax rate of 40%, a before-tax cost of debt of 10%, and total debt of $500,000.  Hochstyne Inc. is thinking of issuing 50,000 shares, taking the money from the share issue, and paying off its debt entirely.

a) (6 marks) What is Hochstyne’s Indifference EBIT?

The Indifference EBIT occurs when the EPS is the same for both alternatives.

EBIT (1-.4)/150,000 = (EBIT-50,000)(1-.4)/100,000 

Solving for EBIT yields EBIT=$150,000

b) (4 marks) Tell me, in words, why investors can’t simply do or undo whatever Hochstyne management decide to do, with respect to capital structure?
In the absence of market frictions, investors could replicate or reverse the cash flows of the firm, regardless of the capital structure that Hochstyne adopts.  In this case, capital structure doesn’t matter.  However, due to the presence of market frictions, this may not be possible, in which case capital structure does matter.  More specifically, differential taxes or costs of borrowing and lending, costs of financial distress, and transactions costs may all be reasons why the investor may not be able to replicate or reverse the cash flows of the firm.

