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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

Please use the following information to answer the next TWO questions.  Divided Corp. has a 10% semi-annual coupon bond outstanding with ten years left until maturity.  The face value of the bonds are $1000 and they are currently selling for 53.7% of the face value.  

2. What is the Yield-to-maturity of the bond?
a) 6.85%
b) 21.68%
c) 10.70%
d) 21.40%
e) None of the above
6-month rate, based on N=20, PMT=50, FV=1000, and PV=537...r=.1070

Y-T-M = 2*.1070 = .2140

3. What is the effective annual rate of the bond?
a) 6.85%
b) 10.70%
c) 22.56%
d) 21.40%
e) None of the above
Effective annual rate = (1+.1070)^2 – 1 = .2256

4. Which of the following formulas, when calculated, will result in the Return on Equity?
a) Profit margin * total asset turnover * equity multiplier
b) Profit margin * total asset turnover * debt/equity ratio
c) Net income * capital intensity ratio * debt/equity ratio
d) Net income * capital intensity ratio * equity multiplier
5.  Which of the following formulas, when calculated, will result in the retention ratio?

a) Net Income / dividends
b) Dividends / net income
c) (Net Income – dividends) / dividends
d) (Net Income – dividends) / net income
e) None of the above
6.  Given a PV=$23,251, a FV=32,471, and an N=10 years, what is the annual discount rate?
a) 1.32%
b) 2.58%
c) 3.40%
d) 4.71%
e) None of the above
7.  Some balance sheet items often vary depending upon sales.  On average, which of the following statements is most true regarding the relationship between sales and accounts payable (at least in the short-run)?
a) If sales increase, accounts payable decrease
b) Accounts payable is NOT one of the balance sheet items that vary depending upon sales
c) If sales increase, accounts payable increase
d) If sales decrease, accounts payable increase
e) None of the above

8. Please fill in the blank.  Financial markets where long-term debt and equity are bought and sold are often referred to as ______________.
a) Money markets
b) Corporate markets
c) Product markets
d) Capital markets
9. Please fill in the blank.  The process of planning and investing a firm’s long-term assets is often referred to as  ____________________.
a) The capital structure decision
b) The capital budgeting process
c) Maximizing shareholder wealth
d) The dividend decision
e) None of the above
10.  Assume that the cost of debt and the cost of common equity for a corporation are 8% and 13% respectively.  Based on this information, which of the following statements is most likely to be true?
a) The cost of preferred equity will be between 8% and 13%

b) The cost of preferred equity will be less than 8%
c) The cost of preferred equity will be greater than 13%

d) The cost of preferred equity will either be less than 8% or greater than  13%
11. Which of the following is another way to express the idea of the Discount rate for a project?
a) The Internal rate of return of a project
b) The EVA of a project
c) The NPV of a project
d) The cost of capital for a project
12.  In week 2 of the course, I said that “At first glance, the cost of capital for a firm might seem to depend upon how much debt relative to how much equity the firm has issued” and that “we’ll ignore this question for a week or two and assume that the relationship is fixed for this week”.  What were we going to talk about in a week or two that would deal with this issue?
a) Leasing and its relationship to debt
b) Capital structure and the lessons of M&M
c) Capital budgeting and the benefits of NPV analysis
d) Dividend theory and the need to repay investors for their investments
e) None of the above

13.  Why is it tougher to be accurate when calculating the cost of equity, in comparison to being accurate when calculating the cost of debt?

a) With debt, there is no way to calculate the cost of debt because debt is not traded in the market
b) With equity, there is no way to directly observe the risk that investors face due to the riskiness of the projects that the company undertakes
c) It is tougher to be accurate when calculating the cost of equity because  the cost of equity is always higher than the cost of debt
d) It is tougher to be accurate when calculating the cost of equity because equity is riskier than debt
14. Which of the following pieces of information is needed when calculating the cost of equity using the SML approach?

a) The historical growth rate in dividends
b) The projected future growth rate in dividends
c) The projected future Beta
d) The current risk-free rate
15. Which of the following abbreviations/letters is NOT commonly used to depict the interest rate that debtholders demand on their investments?

a)
r

b)
k

c)
c

d)
i
16. If a firm has a WACC of 12%, a cost of equity of 15%, and a weight of common equity of 60%, what is the cost of debt?  Assume no taxes or preferred shares.


a)   .075

b)   .09

c)   .06

d)  .048

e)   None of the above
If W(e) = .6, then W(d) = .4.

Therefore, .12 = (.15*.6) + (X*.4)

X = .075

17. If the firm has a WACC of 12%, a cost of equity of 20%, a before-tax cost of debt of 6%, and a weight of common equity of 50%, what is the corporate tax rate?

a)
20%

b)
30%

c)
40%

d)
50%

e) 
None of the above

If W(e) =.5, then W(d)=.5

Therefore,  .12=(.2*.5) +(.06(1-t))*.5

t = .3333
18.
 Nologo Leasing Corporation leases out signs for businesses.  FraicheBaguettes needs to get a sign for its shop.  The manager of FraicheBaguettes has determined that his break-even before-tax lease payment is $1,000 per year.  The manager of Nologo Leasing has determined that his before-tax break-even lease payment is $1,200 per year.  Based on this information, which of the following statements is true?

a)
Both sides will have a positive NAL if the eventual before-tax annual lease payment is above $1,200.

b)     Both sides will have a positive NAL if the eventual before-tax annual lease payment is below $1,000.


c)     Both sides will have a positive NAL if the eventual before-tax annual lease 

        payment is between $1,000 and $1,200.



d)
There is no annual lease payment at which both sides will have a positive NAL.
19. Hanming Leasing Corporation leases out vases and other furniture items for spas and hotels.  Reallyhotstone Spa needs a vase.  The manager of Reallyhotstone Spa has determined that with a lease payment of $120 per year, he ends up with a positive NAL of $20.  Conversely, the manager of Hanming Leasing Corporation has determined that with a lease payment of $110, he ends up with a positive NAL of $10.  Based on this information, which of the following statements is true?
a) Both sides will have a positive NAL if the eventual before-tax annual lease payment is $115.

b) Both sides will have a positive NAL if the eventual before-tax annual lease payment is $130.
c) Both sides will have a positive NAL if the eventual before-tax annual lease payment is $100.
d) None of the above
Please use the following information to answer the next TWO questions.

Waborish Inc. prepares and serves fine Japanese food.  The manager just decided to replace the restaurant’s aging cooking grill.  The only question is whether to buy or to lease a new one.  The purchase price for a new grill is $20,000.  The annual lease payments on a ten year lease, paid at the start of each year, is $2,500.  The grill is expected to be worthless at the end of its 10-year life.  The corporate tax rate is 20%.  The before tax cost of debt is 7%.

20. What is the present value of all of the after-tax lease payments?
a) $27,216
b) $22,319
c) $18,441
d) $15,843
e) None of the above

N=10, r=(.07*.8)=.056, PMT=(2,500*.8)=2000

PV(begin) = 15,843.38

21. What would the PV of the CCA tax benefit have to be in order for this project to have a 0 NAL?
a) $2,319
b) $7,216
c) $1,559
d) $4,157
e) None of the above

PVCCATB = IC – PV(ATLP) = 20,000 – 15,843 = 4,157
22. Which of the following is NOT a likely reason why the Leasing industry exists?
a) Differential tax rates between lessee and lessor
b) Higher transactions costs for lessors (in comparison to creditors) in the event that the lessee/borrower is unable to pay the lease/loan.
c) The lessor is able to take on the risk of obsolescence more cheaply than the lessee
d) Lower transactions costs for lessors (in comparison to creditors) in the event that the lessee/borrower is unable to pay the lease/loan.
23.  A firm petitions Revenue Canada for tax exempt status.  If it is successful, its corporate tax rate will change from 20% to 0%.  Based on this information, which of the following statements is true?
I) 
Its after-tax lease payments will increase, everything else being equal, if the tax change goes through.  You can assume that it currently is leasing something.

II)
The present value of its CCA tax benefits will decrease, everything else being equal, if the tax change goes through.  You can assume that it is currently receiving CCA tax benefits

a) I) only
b) II) only
c) Both I) and II)
d) Neither I) nor II)
24. Which of the following statements is most true?

a) Leasing is like a rental
b) Leasing is like a Futures Contract
c) Leasing is like charity
d) Leasing is like equity

e) None of the above

Please use the following information to answer the next SIX questions.

Q&R Concrete Inc. is currently an all-equity firm with 2,000,000 shares outstanding and a 

market capitalization of $47.26 million.  The firm is considering borrowing $9.452 million and 

using the funds to buy back shares in  the firm.   The firm currently has an EBIT of $23.63 

million and expects to have the same EBIT each year going forward, although the EBIT could 

be 20% higher or 90% lower depending upon market conditions.  Mrs. Samms is a Q&R 

Concrete shareholder.  She currently owns 2400 shares of Q&R concrete.  There are no taxes.  

The cost of debt for both Q&R Concrete and Mrs. Samms is 8% annually.

25. What will be the firm’s EPS next year if it stays as an all equity firm and it has the expected EBIT?


a)     $2.63

b)     $11.82
c)  
$23.63
d)  
$47.26
e)
None of the above

EPS = Earnings/# of shares = $23,630,000 / 2,000,000 = 11.82
26. What will be the firm’s EPS next year if it borrows the money and buys back shares and it has the better than expected EBIT?


a)
$15.75

b)
$16.50

c)
$17.25

d)
$18

e)
None of the above
EPS = Earnings/# of shares 

Earnings = EBIT - Interest

Earnings = (23,630,000 * 1.2) – (9,452,000*.08) = $27,599,840

# of shares = 1.6M

EPS = 27,599,840/1.6M = $17.25

27. What is the firm’s Break-even EBIT?
a) $3,780,800
b) $9,452,000
c) $27,599,840
d) $28,211,967
e) None of the above

X/2M = (X-Interest)/1.6M

Interest = (.08*9,452,000) = $756,160

X = 3,780,800
28. If the firm achieves its Break-even EBIT, which of the following statements is most true?
a) The EPS under the current capital structure will be higher than the EPS under the proposed capital structure
b) The EPS under the current capital structure will be the same as the EPS under the proposed capital structure

c) The EPS under the current capital structure will be lower than the EPS under the proposed capital structure 
d) The EPS under the current capital structure will be different from the EPS under the proposed capital structure 
e) Without more information, we cannot determine if the EPS under the current capital will be different from, higher than, lower than, or equal to the EPS under the proposed capital structure.
29. Mrs. Samms likes the cash flows under the current capital structure.  If the firm decides to adopt the proposed capital structure, what must Mrs. Samms do in order to make sure that she receives the same cash flows as she would have under the current capital structure?
a) She must sell $45,369.60 worth of her shares, and put the money in the bank.
b) She must borrow $45,369.60 from the bank and invest the money in more shares.
c) She must borrow $56,712 from the bank and invest the money in more shares.
d) She must sell $11,342.40 worth of her shares, and put the money in the bank.
e) None of the above
The firm is planning to go to a .2/.8 D/E ratio.  If the firm does, Mrs. Samms must reverse the process by selling 20% of her shares and investing in a safe security.  Her shares are worth (2400*23.63) $56,712.  20% of this is $11,342.40.  Therefore, she must sell this  amount of shares and invest it in the bank.

30. Mrs. Samms likes the cash flows under the proposed capital structure.  If the firm decides to keep the current capital structure, what must Mrs. Samms do in order to make sure that she receives the same cash flows as she would have if the firm had adopted the proposed capital structure?

a) She must sell $45,369.60 worth of her shares, and put the money in the bank 
b) She must borrow $45,369.60 from the bank and invest the money in more shares.
c) She must borrow $56,712 from the bank and invest the money in more shares.
d) She must sell $11,342.40 worth of her shares, and put the money in the bank.

e) None of the above

The firm is NOT planning to go to a .2/.8 D/E ratio.  In order to achieve the same effect, Mrs. Samms must go to a .2/.8 D/E ratio herself.  Her shares are worth (2400*23.63) $56,712.  She must borrow (.2/.8*56,712) = $14,178 and invest the money in more shares.

31.  Which of the following statements most accurately reflects the M&M indifference propositions (without taxes)?

a) The cost of debt depends directly on the D/E ratio of the firm.
b) The cost of equity increases as the D/E ratio of the firm increases.
c) The WACC increases as the D/E ratio of the firm increases.
d) The WACC decreases as the D/E ratio of the firm increases.
32.  Which of the following statements most accurately reflects the M&M indifference propositions (without taxes)?

a) The value of the firm increases as the D/E ratio decreases.
b) The value of the firm decreases as the D/E ratio decreases.
c) The WACC increases as the D/E ratio decreases.
d) The WACC decreases as the D/E ratio decreases. 
e) None of the above
Please use the following information to answer the next FOUR questions.  
Noseeum Inc. sells bug repellent.  The firm currently pays $200,000 in interest charges annually on its debt and its before-tax cost of debt is 6.2% per year.  Its corporate tax rate is 20% and the firm has a 40/60 D/E ratio.

33.  What is the value of the firm’s debt?
a) $12,400
b) $200,000
c) $3,225,806.40
d) $8,064,516
e) None of the above

D = (Int./rd) = (200,000/.062) = 3,225,806.4

34.  What is the total value of the firm?

a) The same as the value of the debt
b) 50% more than the value of the debt
c) Twice the value of the debt
d) Two and a half times the value of the debt
e) None of the above

35.  What is the annual tax benefit to the firm from using debt?

a) $200,000
b) $40,000
c) $12,400
d) $160,000
e) None of the above
Annual tax benefit = .2*200,000 = $40,000
36.  Assuming that the tax benefit will be ongoing and continue every year into the future, what is the PV of the total tax benefit?

a) $242,125
b) $645,161
c) $1,200,538
d) $1,487,591
e) None of the above

PV (tax benefit) = td = .2*3,225,806.4 = 645,161

37.  Which of the following statements is most true according to the static theory of Capital Structure?
a) The WACC is maximized when the firm achieves its optimal capital structure
b) The WACC is minimized when the firm achieves its optimal capital structure

c) The value of the WACC is unrelated to the capital structure of the firm
d) The value of the WACC is constant regardless of the capital structure of the firm
38.  Which of the following is a reason why capital structure policy is important?
i. Taxes

ii. Transactions Costs

iii. The inability of an individual to borrow and lend at the same rate as the firm
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 statements is most true?

a) The value of the WACC is maximized when the value of the firm is maximized
b) The value of the firm does not depend upon the value of the WACC
c) The value of the firm is maximized when the value of the WACC is minimized
d) The value of the firm is maximized when the value of the WACC is maximized

e) The value of the firm is minimized when the value of the WACC is minimized
40.  Table 16.7 in Chapter 16 of the text lists the Book value debt/equity ratios for selected industries in Canada (for both the 5th and 6th editions of the text).  In the 6th edition, the industry with the highest listed book debt/equity ratio is the Accomodation and Food Services industry.  Based on this information, which of the following statements is most true?

a) Of all the industries listed, the Accomodation and Food Services industry has the highest costs of financial distress
b) Of all the industries listed, the Accomodation and Food Services industry has the highest probability of financial distress
c) Of all the industries listed, the Accomodation and Food Services industry has the lowest  costs of financial distress

d) Of all the industries listed, the firms in the Accomodation and Food Services industry pay the highest interest rate on their debt
