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ADM 3350 M
Winter 2010
CORPORATE FINANCE
MIDTERM EXAMINATION – February 10th, 2010
Professor: Kaouthar LAJILI, PhD., CGA

Duration:  1 hour and 30 minutes
	
	INSTRUCTIONS
• Please answer all questions.  

• No notes, texts, etc.

• Calculators, but not computers, are permitted.
• Use three decimals for all calculated results.
• Please hand in the entire questionnaire.

• No exam book needed.




	Part I 
	15

	

	
Part II
	35
	

	TOTAL
	50
	


NAME:  __________________________________________

STUDENT #:  ________________________

	Statement of Academic Integrity

The School of Management does not condone academic fraud, an act by a student that may result in a false academic evaluation of that student or of another student. Without limiting the generality of this definition, academic fraud occurs when a student commits any of the following offences: plagiarism or cheating of any kind,  use of books, notes, mathematical tables, dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, to have in his/her possession cameras, radios (radios with head sets), tape recorders, pagers, cell phones, or any other communication device which has not been previously authorized in writing. 

Statement to be signed by the student:

I have read the text on academic integrity and I pledge not to have committed or attempted to commit academic fraud in this examination.

Signed:______________________________________  

Note: an examination copy or booklet without that signed statement will not be graded and will receive a final exam grade of zero. 


PART I: Multiple Choice Questions
(15 points)

Please circle the correct answer
1. 

 In an EPS-EBI graphical relationship, the slope of the debt ray is steeper than the equity ray.  The debt ray has a lower intercept because: 

A)
more shares are outstanding for the same level of EBI. 

B)
the break-even point is higher with debt. 

C)
a fixed interest charge must be paid even at low earnings. 

D)
the amount of interest per share has only a positive effect on the intercept. 

E)
the higher the interest rate the greater the slope. 

2.  

A firm has zero debt in its capital structure.  Its overall cost of capital is 10%.  The firm is considering a new capital structure with 60% debt.  The interest rate on the debt would be 8%.  Assuming there are no taxes or other imperfections, its cost of equity capital with the new capital structure would be: 

A)
9%.    B)  14%.    C)  13%.    D)  10%.    E)  none of the above. 

3.  

The increase in risk to equityholders when financial leverage is introduced is evidenced by: 

A)
higher EPS as EBIT increases. 

B)
a higher variability of EPS with debt than all equity. 

C)
increased use of homemade leverage. 

D)
equivalence  value between levered and unlevered firms in the presence of taxes. 

E)
only two of the above. 

4.  

A key assumption of MMs Proposition I (no taxes) is: 

A)
that financial leverage increases risk. 

B)
that individuals can borrow on their own account at rates less than the firm. 

C)
that individuals must be able to borrow on their own account at rates equal to the firm. 

D)
managers are acting to maximize the value of the firm. 

E)
all of the above. 
5. 
 
In a world of no corporate taxes if the use of leverage does not change the value of the levered firm relative to the unlevered firm this is known as: 

A)
the conservation of energy principle. 

B)
MM Proposition I that leverage is invariant to market value. 

C)
MM Proposition II that the cost of equity is always constant. 

D)
MM Proposition I that the market value of the firm is invariant to the capital structure. 

E)
MM Proposition III that there is no risk associated with leverage in a no tax world. 
6.  

The NPV formula for risky projects evaluates __________ using the ___________ . 

A)
riskless discount rate, expected incremental cashflows. 

B)
certain cashflows, riskless discount rate. 

C)
riskless discount rate, expected incremental cashflows. 

D)
certain cashflows, risky discount rate. 

E)
expected incremental cashflows, risky discount rate. 
7.  

If the use of supplier financing decreases and is replaced by cash financing for the same level of business activity, the cash cycle will: 

A)
increase because days in payables decrease. 

B)
stay the same because the change is only on the operating cycle. 

C)
decrease because days in payables decrease. 

D)
stay the same because business activity does not change. 

E)
stay the same because cash is used for payment.     
8.
  
When analyzing the decision to change the cash discount policy, the firm should: 

A)
choose the policy with the highest order size. 

B)
choose the policy with the lowest variable cost. 

C)
choose the policy with the lowest NPV. 

D)
choose the policy with the highest NPV. 

E)
choose the policy offering the lowest cash discount. 

9.
  
The net credit period for a company with terms of 3/10 net 60 is: 

A)
50 days.    B)  60 days.    C)  10 days.    D)  57 days.    E)  none of the above. 

10.

The use of WACC to select investments is theoretically acceptable when: 

A)
the correlation of all new projects are equal. 

B)
the NPV is positive when discounted by the WACC 

C)
the systematic risk of the projects are equal to the systematic risk of the firm. 

D)
the firm is well diversified and the unsystematic risk is negligible 

E)
none of the above. 

11.  

If the project beta, IRR co-ordinates plot above the SML the project should be: 

A)
accepted because it is overvalued. 
D)
rejected because it is undervalued. 

B)
accepted because it is undervalued. 
E)
none of the above. 

C)
rejected because it is overvalued 
12. 

Cash cycle equals: 

A)
inventory period plus accounts receivable period. 

B)
change in net working capital period. 

C)
operating cycle plus accounts payable period. 

D)
operating cycle plus inventory period. 

E)
none of the above. 
13.
Selling goods and services on credit is: 

A)
an investment in a customer. 

B)
necessary because customers cannot pay for the goods. 

C)
a decision independent of customers. 

D)
permissible if your bank lends the money. 

E)
none of the above. 
14.

The cost of capital for a firm, rWACC, in a zero tax environment is: 

A)
equal to the expected EBIT divided by market value of the unlevered firm. 

B)
equal to ro the rate of return for that business risk class. 

C)
equal to the overall rate of return required on the levered firm. 

D)
all of the above. 

E)
none of the above. 
15.

The optimal credit amount is determined by: 

A)
the point which minimizes the total credit cost curve. 

B)
the point which maximizes the carrying costs associated with granting credit. 

C)
the point which maximizes opportunity costs associated with  granting credit. 

D)
the point where the additional net cash flow from new customers will not cover the carrying costs of the investment in receivables. 

E)
both a and d. 
PART II   Problems 
(Total 35 points)
NOTE:   Solve problem (1) below and choose two more problems (2), (3) or (4) and solve (total 3 problems)
Problem 1
Capital Structure Decisions


(15 points)
Star Corporation is planning to repurchase part of its common stock by issuing corporate debt.  As a result, the firm’s debt-to-equity ratio is expected to rise from 40% to 60%.  The firm currently has $15 million worth of debt outstanding.  The cost of debt is 8% per year and Star expects to earn $7.5 million per year in perpetuity.  Star pays no taxes.

A) What is the market value of Star Corporation before and after the repurchase announcement?
(3 points)
B) What is the expected return on the firm’s equity (RE) before the announcement of the stock repurchase plan?
(4 points)


C)
What is the expected return on equity of an otherwise identical all-equity firm (R0)?
(4 points)
D)
What is the expected return on the firm’s equity (RS) after the announcement of the stock repurchase plan?
(4 points)
Answer 
(if necessary, you may use the back of the page)

Problem 2
Credit Management



(10 points)
Triple Star Corp has provided the following data:
· Annual credit sales: $20 million

· Average collection period: 60 days

· Terms: net 30

· Interest rate: 7%

Triple Star Corp. proposes to offer a discount policy of 2/15, net 30.  It anticipates that 50% of its customers will take advantage of this new policy.  As a result, the collection period will be reduced to 30 days.  Should Triple Star Corp. offer the new credit terms? Explain.

Answer 
(if necessary, you may use the back of the page)

Problem 3
  Short-term Finance 


(10 points)
The Northern Light Company has estimated sales for the next four quarters as follows:




Qtr1

Qtr2

Qtr3

Qtr4

Sales


$510

$870

$450

$600


Accounts receivable at the beginning of the year were $210.  The Northern Light Company has a 60-day accounts receivable collection period.  The Northern Light Company’s purchases from suppliers during a quarter are equal to 50% of the next quarter’s forecast sales.  Projected sales for each quarter of the year following the current one are uniformly 10% higher than the corresponding quarter’s forecast sales during the current year.  The accounts payable period is 45 days.  Wages, taxes, and other expenses are one-third of sales, and interest and dividends are $10 per quarter.  No capital expenditures are planned.  The Northern Light Company is required to maintain a $10 minimum compensating balance but currently has a cash balance of $0.

A) Calculate Northern Light Company’s projected cash collections. (3 points)
B) Calculate Northern Light Company’s projected cash outflows.
(3 points)

C) Calculate the net cash inflow and cumulative financing surplus (or deficit) for The Northern Light Company.  Interpret your results.
(4 points)  

Answer (if necessary, you may use the back of the page)
Problem 4
  Capital Structure with taxes


(10 points)
Sunshine Inc. is an all-equity firm with 30 million shares of common stock outstanding worth $65 per share.  Sunshine Inc. is planning to purchase a huge tract of land in Southeastern Ontario for $200 million.  The land will subsequently be leased to tenant farmers, increasing Sunshine’s annual expected pre-tax earnings by $50 million in perpetuity.  The firm’s un-levered cost of equity is 12%.  Sunshine’s tax rate is 40%.  The interest rate on Sunshine’s bonds is 7% per annum.

A) If Sunshine Inc. wishes to maximize its total market value, would you recommend that it issue debt or equity in order to finance the purchase? Explain.  Construct Sunshine’s market value balance sheet before it announces the purchase.
(3 points)


B) Suppose Sunshine Inc. decides to issue equity to finance the purchase.  What is the net present value of the project? Construct Sunshine’s market value balance sheet after it announces that the firm will finance the purchase using equity.  What is the new price per share of the firm’s stock? How many shares would Sunshine need to issue in order to finance the purchase?

(7 points)


Answer (if necessary, you may use the back of the page)
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6. APR = periodic rate* 365/ (net period – discount period)

7. EAR = (1 + (periodic rate)) to the power [(365/ (net period-discount period)] - 1
SHORT-TERM SOLVENCY RATIOS

Current ratio = Current assets ÷ Current liabilities

Quick ratio = (Current assets - Inventory) ÷ Current liabilities

ACTIVITY RATIOS

Total asset turnover = Total operating revenues  ÷ Average total assets

Receivables turnover = Total operating revenues ÷ Average receivables

Average collection period = Days in period ÷ Receivables turnover

Inventory turnover = Cost of goods sold ÷ Average inventory

Days in inventory = Days in period ÷ Inventory turnover

FINANCIAL LEVERAGE RATIOS

Debt ratio = Total debt ÷ Total assets

Debt-equity ratio = Total debt ÷ Total equity

Equity multiplier = Total assets ÷ Total equity

Interest coverage = Earnings before interest and taxes ÷ Interest

PROFITABILITY RATIOS

Net profit margin = Net income ÷ Total operating revenue

Gross profit margin = Earnings before interest and taxes ÷ Total operating revenues

Net return on assets = Net Income ÷ Average Total Assets

Gross return on assets = Earnings before interest and taxes ÷ Average total assets

Net[Gross] Return on assets (ROA) = Net[Gross] Profit margin x Asset Turnover

Return on equity (ROE)
= Net income ÷ Average stockholders' equity

Payout ratio = Cash dividends ÷ Net Income

Retention ratio
= Retained earnings ÷ Net Income = 1 – Payout ratio

MARKET VALUE RATIOS

Price-to-earnings (P/E) ratio = Market price per share ÷ Earnings per share

Dividend yield = Dividend per share ÷ Market price per share

Market-to-book (M/V) ratio = Market price per share ÷ Book value per share

Tobin's Q ratio = (Market value of debt + equity) ÷ Replacement value of total assets
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