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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. The exam is worth 50 marks.
Make sure to print 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. In the first class of the semester we discussed the role of the Bond Rating Service in the Corporate Finance function.  Who pays for this service?
a) Bond Rating Services are publicly funded institutions.  The federal government covers the costs.
b) Bond Rating Services are paid for by the firms that are looking to invest their money in bonds.
c) Bond Rating Services are paid for by the firms that are looking to sell their bonds  to investors.
d) Bond Rating Services are volunteer organizations that do not need any funding.
3. Which of the following is generally the correct procedure for valuing a standard bond?
a) Sum together the future value of the coupon payments and the present value of the principal payment.
b) Sum together the present value of the coupon payments and the future value of the principal payment. 
c) Sum together the future value of the coupon payments and the future value of the principal payment. 
d) Sum together the present value of the coupon payments and the present value of the principal payment. 

4. In the first class of the semester we discussed the role of the manager in representing the interests of shareholders and some of the reasons why the manager might not always represent the interests of shareholders.  Which of the following ideas did we briefly discuss as a potential solution to this problem?
a) Developing the right executive compensation package for managers in order to ensure that they are motivated to work on behalf of shareholders
b) Issuing an increased amount of debt so that managers would have less free cash flow to use for their own perks.
c) Monitoring managers more closely so that they know that they’re being watched.
d) Increasing dividend payments so that there would be less cash sitting around in the company for managers to waste. 
e) None of the above
Please use the following information to answer the next SEVEN questions.  Pozen Motorcade Corp. is considering adding ten new Cadillacs to its fleet.  Each Cadillac would cost $52,000, would have an estimated ten year life, and would have a salvage value of $5,000 at that time.  Cadillacs can be depreciated using a 25% CCA rate.  Each Cadillac would need a driver, who would cost $40,000 per year, payable evenly throughout each of the ten years, and each Cadillac would also incur maintenance and insurance costs of $5,000 annually.  Estimated sales are $60,000 per Cadillac per year.  The cost of equity is 12%, the before tax cost of debt is 10% and the after-tax cost of debt is 6%.

5.  What is the Corporate tax rate for Pozen Motorcade?
a) 25%
b) 30%
c) 40%
d) 50%
e) None of the above
rd(AT) = rd(BT)(1-t) = rd(BT) – rd(BT)(t)

-t 
= (rd(AT) – rd(BT)) / rd(BT)


= (.06-.10)/.10 = -.4

t
= .4

or...in words, what tax rate gets you from 10% to 6%.
6.  Everything else being equal, if the CCA rate for Pozen Motorcade was higher instead of what it is, the NPV for the project would be:
a) Greater
b) Less
c) Unaffected
d) We would need to know the exact CCA rate before we could answer this question. 
7.  As mentioned, the $40,000 annual salary cost is paid evenly throughout the year (maybe every two weeks).  If instead, the $40,000 salary were paid in one lump sum at the end of each year, the NPV for the project for Pozen Motorcade would be:
a) Greater
b) Less
c) Unaffected
d) None of the above
8. If Pozen Motorcade Corp. had issued preferred shares, which of the following costs of preferred equity would it be possible for it to have?
a) 3%
b) 6%
c) 9%
d) 12%
The risk of preferred equity is greater than the risk of debt and less than the risk of common equity.  Therefore, the cost of preferred equity must be between the after-tax cost of debt and the cost of equity.  9% is the only answer that fits that criteria.
9. If Pozen Motorcade were to buy back some of its outstanding equity by borrowing funds, and if the firm’s cost of equity and cost of debt did not change, which of the following statements would be most true?
a) The WACC would increase
b) The WACC would decrease
c) The WACC would remain the same
d) We cannot determine whether the WACC would increase, decrease, or remain the same without knowing exactly how much was borrowed for the purposes of the share repurchase.
The WACC would decrease because the after-tax cost of debt is lower than the cost of equity, and there would now be more debt in the corporation relative to equity, in comparison to the relationship before.

10.  If the market value weights of debt and equity as a percentage of the entire capital structure were 1/3 and 2/3 respectively, what would be the WACC of Pozen Motorcade?
a) .09
b) .092
c) .10
d) .1133
e) None of the above

WACC 
= (w(e)r(e)) + (w(d)r(d)(1-t)) 


= ((2/3)(.12)) +((1/3)(.06)) = .10
11. Now suppose that after the fifth year of the project, both annual salary costs and annual sales were each to increase by $10,000 each for each of the last five years of the project.  Further assume that the salary cost increase would occur evenly throughout the year and the sales increase would occur at the end of each year.  Based on these assumptions, the NPV for the project for Pozen Motorcade would be:
a) Greater
b) Less
c) Unaffected
d) None of the above
Please use the following information to answer the next FOUR questions.  John Irvine is the General Manager of Remboulac Hotel.  John has decided that the hotel must replace its existing set of washers and dryers, and he has decided on the number and make of the replacement models.  The only question left is whether Remboulac will buy or lease the new washers and dryers.  Either way, Remboulac can sell its existing set of thirty washers and thirty dryers for $100 each to a hotel in a third world county.  If Remboulac buys the new equipment, it will buy thirty washers and thirty dryers for $300 each.  If Remboulac leases the new equipment, it will lease each washer and each dryer for $50 each per year, paid at the end of each year.  It expects that the washers and dryers will both be good for ten years, at which time they can be sold for $100 each.  The washers and dryers are both in Category 8 for CCA purposes, which means a CCA rate of 30%. Remboulac currently has a loan outstanding to the bank on which it is paying an 8% interest rate.  Remboulac does not pay any tax because they have a special deal with the Provincial and Federal governments to promote tourism.
12.  What is the Present Value (PV) of the CCA tax benefit if Remboulac decides to buy the new washers and dryers and then sell them for salvage after ten years?
a) $0
b) $5,400
c) $18,000
d) $25,622
e) None of the above

The firm does not pay any tax, so it will not get a tax benefit.
13.  What is the PV of the after-tax lease payments if Remboulac decides to lease the new washers and dryers?
a) $335.50
b) $10,065
c) $20,130
d) $30,000
e) None of the above
N = 10, r = .08, PMT(AT) = PMT(BT) = 60 units * $50 per year each = $3,000

PV = $20,130

14. If there was no salvage value for the old washers and dryers, instead of being able to sell the old washers and dryers for $100 each, which of the following statements would be most true?
a) The NAL would be higher
b) The NAL would be lower
c) The NAL would be unchanged
d) None of the above
Whatever salvage value we get for the old washers and dryers, we will get it equally under both alternatives (lease versus buy).  The salvage value of the old washers and dryers is a benefit that we will receive regardless of our lease versus buy decision.  Therefore, it is irrelevant and the NAL would be unchanged.
15. Which of the following statements is true?

a)
We will get the value from the sale of the new washers and dryers in ten years time regardless of whether we buy or lease.

b)
We will get the value from the sale of the new washers and dryers in ten years time if we lease buy not if we buy.

c)
We will NOT get the value from the sale of the new washers and dryers in ten years time regardless of whether we lease or buy.


d)
We will get the value from the sale of the new washers and dryers in ten years time if we buy but not if we lease.

16. Which of the following statements is most true?

a)  All Operating leases must be capitalized.

b)  All Financial leases must not be capitalized.

c)  All Capital leases must be capitalized.

d)  None of the above.
17. What is the difference between a regular Financial lease and a Leveraged lease?

a)
In the case of a Leveraged lease unlike a regular Financial lease, the lessee borrows money from a lender to make the annual lease payments

b)
In the case of a Leveraged lease unlike a regular Financial lease, the lessee and the lessor do not agree on a fixed annual lease payment, but rather tie the size of the lease payment to an underlying interest rate.  When the underlying interest rate goes up, the lease payment goes up too.

c)
In the case of  a Leveraged lease unlike a regular Financial lease, the lessee uses leverage to purchase the leased asset.

d) 
In the case of a Leveraged lease unlike a regular Financial lease, the lessor  borrows money from a lender to cover a substantial portion of the cost of the leased asset.

18.  Which of the following is NOT a common feature of an Operating lease?

a)
The lessee is usually responsible for all taxes and insurance relating to the leased asset.

b)     The payments received by the lessor are usually not enough to fully recover the 


cost of the asset.

c)
The lessee has the right to cancel the lease contract before the expiration date.

d)
The lessor is often required to maintain the asset in good condition
19. Which of the following is not an assumption inherent in the Miller and Modigliani model of Capital Structure?
a) There are no costs of financial distress
b) The shareholder controls the activities of the organization
c) The shareholder can borrow and lend at the same rate as the firm
d) There are no differential taxes between debt and equity or shareholder and firm
20. Which of the following is a typical sequence in a Bankrutcy reorganization?
a) The company files a reorganization plan, a voluntary or involuntary petition is filed, the plan is confirmed by the court
b) The company files a reorganization plan, the plan is confirmed by the court, and a voluntary or involuntary petition is filed
c) The company files a reorganization plan, a voluntary or involuntary petition is filed, and a federal judge either approves or denies the petition
d) A voluntary or involuntary petition is filed, the company files a reorganization plan, the plan is confirmed by the court
21. Which of the following is the typical sequence of distribution of assets in the event of a bankruptcy?
a) Unsecured creditors, employee wages, common shareholders
b) Common shareholders, unsecured creditors, employee wages
c) Unsecured creditors, common shareholders, employee wages
d) Employee wages, unsecured creditors, common shareholders
22. In Section 16.8 of your text (Edition 5 or 6), the authors talk about observed capital structures in Canada.  Which of the following statements do they make?
a) Book value debt/equity ratios were considerably higher in the 1960’s than they are today.
b) Book value debt/equity ratios are considerably higher today than they were in the 1960’s.
c) Book value debt/equity ratios are essentially the same today as they were in the 1960’s.
d) While the authors talk about current book value debt/equity ratios, and list them in Table 16.7, they do not compare them to debt/equity ratios from the 1960’s.
23.  Which of the following statements is most true?
a) Firms with substantial accumulated losses get the most value from the tax benefits of debt.
b) Firms in a low corporate tax bracket get the most value from the tax benefits of debt.
c) Firms in a low corporate tax bracket have the greatest incentive to borrow
d) Firms with regular ongoing profits get more value from the tax benefits of debt than firms with substantial accumulated losses, assuming that they pay taxes at all.
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 properly states the value of the levered firm, when VU = $1,000,000, TC = .4, rD = .04, and D = $500,000?

a) $1,008,000
b) $1,020,000
c) $1,080,000
d) $1,200,000
e) None of the above

VL = VU + (TC*D) = $1,000,000 + (.4*$500,000) = $1,200,000
25. Hepercut Inc. uses a residual dividend policy.  It plans dividends this year of $2.80 per share and there are 4,000,000 shares outstanding.  The firm will have earnings of $12,000,000 for the year.  If its new borrowings are planned to be $400,000, what is the firm’s target debt/equity ratio?


a)   .5

b)    1.0
c)  
1.5

d)  
2.0

e)
None of the above

Equity contribution to retained earnings = NE – Div = $12M - $11.2M = $800,000

D/E ratio = $400,000 / $800,000 = .5

Please use the following information to answer the next TWO questions.  The Market Value Balance Sheet for Asahee Inc. as of December 30th, 2007 is shown here.  On Dec.15th, 2007, the firm declared a dividend of $.30 per share.  The firm has 200,000 shares outstanding.

Cash



$1,000,000


Debt


$2,000,000

Other Assets

$4,000,000


Equity


$3,000,000

Total



$5,000,000


Total


$5,000,000

26. Assuming that the stock goes ex-dividend tomorrow, that there are no taxes or other market imperfections, and that today and tomorrow are weekdays, what is the price of the stock today?


a)
$14.70


b)
$15

c)
$15.30

d)
$25

e)
None of the above

27. Assuming that the stock goes ex-dividend tomorrow, that there are no taxes or other market imperfections, and that today and tomorrow are weekdays, what will be the price of the stock tommorrow?
a) $14.70
b) $15
c) $15.30
d) $25
e) None of the above
Please use the following information to answer the next TWO questions.  In 1985, the Federal Government introduced a lifetime exemption on capital gains.  In 1994, the Federal Government ended the lifetime exemption.  In 2000, the Federal Government lowered the taxable portion of capital gains from 75% to 50%.

28. Everything else being equal, which of the following statements is true?
a) In 1985, there should have been a decrease in the price of low-dividend paying stocks as a result of the 1985 lifetime exemption on capital gains.
b) In 1994, there should have been an increase in the price of low-dividend paying stocks as result of the Government removing the lifetime Capital Gains exemption
c) In 1985, firms should have generally increased the dividends that they paid on their shares given the change in legislation at that time.
d) In 1994, firms should have generally increased the dividends that they paid on their shares given the change in legislation at that time.
29. Everything else being equal, which of the following statements is true?
a) In 2000, based on the Government’s announcement, the price of all stocks should have increased, but the price of low-dividend paying stocks should have increased more than the price of high-dividend paying stocks.
b) In 2000, based on the Government’s announcement, the price of all stocks should have decreased, but the price of low-dividend paying stocks should have decreased more than the price of high-dividend paying stocks.
c) In 2000, based on the Government’s announcement, the price of all stocks should have increased, but the price of low-dividend paying stocks should have increased less than the price of high-dividend paying stocks.

d) In 2000, based on the Government’s announcement, the price of all stocks should have decreased, but the price of low-dividend paying stocks should have decreased less than the price of high-dividend paying stocks.

The price of all stocks should have increased because the Government was reducing taxes for all stocks.  The price of stocks that have larger capital gains should have increased more, and low-dividend paying stocks, on average, have greater capital gains than high-dividend paying stocks.
30. Which of the following is an example of Homemade Dividends?


a) Borrowing money to invest in more shares of the firm so that the investor can achieve the same returns that the firm would have achieved if the firm had gone to a more leveraged capital structure.
b) An investor can sell off some shares of the firm to get the cash she wants, even if the firm does not pay a dividend itself.
c) A firm decides to reinvest all of its available earnings back into the firm and forgo all dividends for a period of three years.
d) A firm pays out dividends in the form of stock instead of in the form of cash.
Name:__________________________  
Student #________________________________

1. (20 marks) “Holy Tomoly” (HT) Corp. is a travel agency that specializes in trips for religious people. The firm has 1,000,000 shares outstanding, each share currently valued at $20 each.  HT Corp. also has $10,000,000 in debt and its cost of debt is 8%.   Management expects the firm to have an EBIT of $3,000,000 this year, if things go well (the good state of the world), and $1,000,000 if things don’t go so well (the bad state of the world).  Management doesn’t know what the probabilities of each event are.  Management expects to have the same EBIT projections into the indefinite future.  The firm is thinking of issuing enough shares to fully pay off its debt.  HT Corp. pays out all of its Net Income in the form of dividends.  The interest rate on debt for the firm is 8%, there are no taxes, and the firm’s cost of capital under the current capital structure is 14%.


Christian Zion owns 1% of HT’s total stock.  He can also borrow and lend at 8% if he needs to.

a) (1 mark) What is HT’s Earnings per share (EPS) under the current capital structure, for the bad state of the world?

EPS = (EBIT – Interest)/# of shares 

EPS = ($1M – ($10M*.08)) / 1M = $.20

b) (2 marks) What is HT’s EPS under the proposed capital structure, for the bad state of the world?
EPS = (EBIT – Interest)/# of shares 

New number of shares = 1M + ($10M/$20) = 1.5M

EPS = ($1M – ($0M*.08)) / 1.5M = $.67

c) (1 mark) What is Christian’s annual cash flow under the current capital structure, for the good state of the world?

# of shares = (.01*1M) = 10,000

EPS = (EBIT-Interest)/# of shares = ($3M – ($10M*.08)) / 1M = $2.20

CF = 10,000 * $2.20 = $22,000
d) (2 marks) What is Christian’s annual cash flow under the proposed capital structure, for the good state of the world? You can assume that Christian holds on to all of his shares, but does not buy any new shares when the firm issues more shares.

CF = # of shares * EPS

# of shares = 10,000

EPS = (EBIT – Interest)/ # of shares = ($3M – ($0M*.08)) / 1.5M = $2.00

CF = 10,000 * $2.00 = $20,000

e) (4 marks) What is the Break-even EBIT at which Christian will be indifferent to the proposed change in capital structure?   What would Christian’s annual cash flow be at this Break-even EBIT?

(EBIT – Interest) / Original Number of Shares = (EBIT) / New Number of Shares

(EBIT – ($10M*.08)) / 1M = EBIT / 1.5M

Multiply both sides by 1.5M

1.5*(EBIT-$800,000) = EBIT

1.5*EBIT - $1.2M = EBIT

.5*EBIT = $1.2M

EBIT = $2,400,000

Cash flow = EPS*#of shares = ($2.4M/1.5M) * 10,000 = $16,000

f) (6 marks) The firm has decided to not go to the proposed capital structure, but Christian  wished that it had.  In words, what can Christian do to ensure that he gets the same cash flows that he would have gotten had the firm gone to the proposed capital structure, even though it didn’t?  With numbers, PROVE IT.

If the firm is already levered, and you want the firm to become safer, and it doesn’t do so, you have to do so with your own money.  This means selling some of your shares (because the shares are risky and you want to become safer) and investing the proceeds in a safe bond (for ex., a savings account at the bank).  More specifically, the firm currently has a 1/2 D/E ratio, with $10M in debt and $20M in equity (1M shares * $20 per share).  If the firm does not issue shares to pay back the debt, the individual investor can sell shares until he achieves the same 1/2 D/E ratio with his own investment.  In Christian’s case, this means selling 1/3 of his shares ($66,666) and investing that money at 8%.

Homemade Leverage

Firm does not adopt proposed capital structure

Investor sells 1/3 of shares, invests the $66,667 at 8%, and keeps the other $133,333 in shares.







Good 

Bad

EPS of levered firm



$2.20

$.20

Earnings for 6667 shares ($133,334/20)
$14,667
$1,333
Interest earned (.08*$66,667)

  $5,360
$5,360

Net Earnings




$20,000
$6,693

ROE (equity of $200,000)


10%

3.333%

What is the ROE for the investors in the proposed capital structure

EBIT





$3M

$1M

- Interest




  0

  0

NE





$3M

$1M

# of shares (1M + .5M)


 1.5M

1.5M

EPS





$2

$.67

ROE (each share is worth $20)

10%

3.333%

Therefore, Christian can achieve the returns that he would have received if the firm had adopted the proposed capital structure even if the firm doesn’t do so.
g) (4 marks)  If the firm’s cost of financial distress is very high, and given that there are no taxes (corporate or individual), should the firm adopt the proposed capital structure?  Why or why not?
The firm should adopt the proposed capital structure, which means that they will be taking on more equity and paying off all of the debt.  One of the most important advantages to debt in a firm’s capital structure is the tax benefit that it creates.  In this case, there is no tax benefit because there are not taxes.   However, if a firm has high costs (direct and/or indirect) of financial distress, it can relieve those costs by reducing its interest payments, which means reducing its debt.
