Final Exam Review ADM 3350
Prof. K. Lajili, Ph.D., CGA
1)
M&A problem
Suppose you work as a strategic financial manager at MagicCom Inc., a large telecommunications firm which is considering making an offer to purchase SunNet Inc. a smaller network company.  You were asked by the vice president of finance to assess the profitability and projected outcome of this important financial decision. For that purpose, you collected the following information:







MagicCom

SunNet

Price-earnings ratio


11.5


8

Shares outstanding


1,000,000

300,000

Earnings




$2,000,000
$480,000

You also know that securities analysts expect the earnings and dividends (currently $0.88 per share) of SunNet to grow at a constant rate of 3% each year.  MagicCom management believes that this acquisition will generate some economies of scale increasing this growth rate to 5% per year.

A) What is the value of SunNet to MagicCom?

B) What would MagicCom’s gain be from this acquisition?

C) If MagicCom were to offer $15 in cash for each share of SunNet, what would the NPV of the acquisition be?

D) What’s the most MagicCom should be willing to pay in cash per share for the stock of SunNet?

E) If MagicCom offered 125,000 of its shares in exchange for the outstanding stock of SunNet, what would the NPV be?

F) As the strategic financial manager, would you recommend this acquisition and if so, should it as in C) or as in E) above?

G) MagicCom’s outside financial consultants think that the 5% growth rate is too optimistic and a 4% is more realistic.  How would this new information change your previous answers

Solution

A) Pre-merger:

EPSS = $480K/300K shares = $1.60 per share ;   

 PS = 8($1.60) = $12.80

. 
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RE = [$0.88(1.03)/$12.80] + .03 = .1008125

after the merger: 



PSpm = $.88(1.05)/(.1008125 – .05) = $18.1845



VS* = 300,000($18.1845) = $5,455,350


B)

Gain = $5,455,350 – 300,000($12.80) = $1,615,350




The gain is the synergy from the merger/acquisition


C)

NPV = $5,455,350 – 300,000($15) = $955,350


D)
Set the NPV = 0 and solve for the price X




X = $5,455,350/300,000 = $18.18

E) The price of MagiCom pre-merger

 = P/E * EPS(M) * shares outstanding(M) 

= 11.5*$2*1,000,000=$23M


Post Merger:


PMpm = [$23M + $5,455,350]/1,125,000 = $25.29



NPV = $5,455,350 – 125,000($25.29) = $2,294,100


F)

Yes, the acquisition should go forward, and Foxy should offer the 125,000 shares.


G) Redo all the questions with the new growth estimate of 4%



P(S) = $0.88(1.04)/(.1008 – .04) = $15.05263;    



V(S)* = 300,000($15.05263) = $4,515,789



Gain = $4,515,789 – 300,000($12.80) = $675,789



NPV cash = $4,515,789 – 300,000($15) = $15,789



PMpm = [$23M + $4,515,789]/1,125,000 = $24.45848



NPV stock = $4,515,789 – 125,000($24.45848) = $1,458,479

Problem 30.1

Suppose Todd Trucking Company's stock is trading for $50 a share while Hamilton Company's stock goes for $25 a share. The EPS of Todd is $1 while the EPS of Hamilton is $2.50. Neither company has debt in its current capital structure. Both companies have one million shares of stock outstanding.

a. If Todd can acquire Hamilton for stock in an exchange based on market value, what should be the post‑merger EPS?

b. Suppose Todd pays a premium of 20% in excess of Hamilton's current market value. How many shares of Todd must be given to Hamilton's shareholders for each of their shares?

c. Based on your results in b, what will Todd's EPS be after it acquires Hamilton?

d. If Hamilton were to acquire Todd by offering a 20% premium in excess of Todd's current market price, how many shares of stock would Hamilton have to offer, and what would be the effect on Hamilton's EPS?

Solution 30.1

a. In a perfect world, if Todd can acquire Hamilton by an exchange of stock based on market value, it should offer 1 share of Todd for every 2 shares of Hamilton. Therefore, the offer would require 500,000 (= 1,000,000/2) new shares of Todd, raising its total shares outstanding to 1,500,000. The expected earnings after acquisition is $3,500,000. EPS after the acquisition is $3,500,000/1,500,000 = $2.33.

b. With a 20% premium, the purchase price becomes $30 (= $25 x 1.2). Thus, Todd must give to Hamilton's shareholders 1.2 shares (= (2 x 30)/50) for every 2 shares of Hamilton (or 0.6 share for each share of Hamilton). The total number of shares Todd must now give becomes 0.6 x 1,000,000 = 600,000.

c. Total number of shares = 1,000,000 + 600,000 = 1,600,000

Expected earnings = $3,500,000

Expected EPS = $3,500,000 / 1,600,000 = $2.1875

d. If Hamilton offered a 20% premium for Todd, it would be treating Todd's stock as if it were worth $50 x 1.2 = $60 per share. Therefore, it would require $60/25 = 2.4 shares of Hamilton stock for each share of Todd. Hamilton would have to give 2.4 x 1,000,000 = 2,400,000 shares to Todd's stockholders. Thus, its new total shares outstanding would be 3,400,000. With expected earnings of $3,500,000, new EPS would be $1.03.

 MULTIPLE CHOICE PRACTICE QUESTIONS

Mergers & Acquisitions 

1.
  A merger in which an entirely new firm is created, with both the acquired and acquiring firms ceasing to exist, is called a _________________.


A)
divestiture


B)
consolidation


C)
tender offer


D)
spinoff


E)
none of the above

Ans:  B     

2.  
A public offer by one firm to directly buy the shares of another firm is called a ____________.


A)
merger


B)
consolidation


C)
tender offer


D)
spinoff


E)
divestiture

Ans:  C     


3.  The positive incremental net gain associated with the combination of two firms through a merger or acquisition is called (the)  ___________.


A)
agency conflict


B)
goodwill


C)
merger cost


D)
consolidation effect


E)
synergy

Ans:  E     

4.  Which of the following is/are accurate with regards to the advantages or disadvantages in using a merger as a method of acquisition?



     I.  An advantage of a merger is that it is legally complex. 



     II.  A disadvantage of a merger is that it requires shareholder approval of both firms. 



     III.  An advantage of a merger is that there is no need to transfer title to the individual assets of the acquired firm to the acquiring firm.


A)
I only


B)
III only


C)
I and II only


D)
II and III only


E)
I, II, and III

Ans:  D     
5.  Which of the following are beneficial attributes of leveraged buyouts?



     I.  Leveraged buyouts often create entrepreneurial incentives for managers. 



     II.  The required repayment of the debt used in the buyout induces reduced managerial efficiencies. 



     III.  Conflicts of interest between shareholders and managers are increased. 



     IV.  Bureaucratic obstacles are often eliminated.


A)
I only


B)
I and III only


C)
I and IV only


D)
I, II, and III only


E)
I, II, III, and IV



Ans:  C     

6.  Suppose Perot Mfg.  purchases Clinton Enterprises for $120 million in cash.  For purposes of the acquisition, Clinton's fixed assets were appraised at $95 million.  Further, assume Clinton Enterprises has working capital of $15 million and no long-term debt.  If Perot Mfg.  uses the purchase accounting method to account for the acquisition, goodwill of ______________ is created.


A)
$10 million


B)
$15 million


C)
$25 million


D)
$35 million


E)
$80 million



Ans:  A     

7.  Which one of the following is a characteristic of an acquisition by stock?


A)
Shareholders must vote and approve an acquisition.


B)
The target firm's management can be bypassed by the use of a tender offer.


C)
Complete absorption of one firm occurs in an acquisition.


D)
Minority shareholders are ignored in the acquisition process.


E)
The acquisition cost is normally lower than that of a merger.



Ans:  B     


8.
A horizontal merger is the acquisition of a firm:


A)
With the same level of net income as the acquirer.


B)
That provides a product or service as an input to the acquirer.


C)
That competes in the same industry as the acquiring firm.


D)
To which the acquirer is NOT related.


E)
That spreads out the geographic area served by the acquirer.



Ans:  C     


9.
Assume that 20% of the shareholders of ABC Co. are extremely unhappy with the company's management and would like to replace all of the senior executives. To do this, they need control over the board of directors. This situation has a high probability of leading to a:


A)
Conglomerate acquisition.


B)
Going private transaction.


C)
Management buyout.


D)
Proxy contest.


E)
Pooling of interests.



Ans:  D     

10.  Firms A and B are competitors.  Both have similar assets and business risks and are all-equity firms.  Firm A has aftertax cash flow of $20,000 per year forever and firm B has aftertax cash flow of $150,000 per year forever.  If the two firms merge, the perpetual aftertax cash flow will be $179,000.  If the appropriate discount rate is 15% what is the MOST B will pay for A?


A)
$9,000


B)
$20,000


C)
$60,000


D)
$133,333


E)
$193,333



Ans:  E     

Leasing

1.  Which of the following is/are characteristics of an operating lease?



     I.  The payments are enough for the lessor to recover the cost of the equipment. 



     II.  The lessee maintains the asset. 



     III.  The lessee has the right to cancel the contract before expiration.


A)
I only


B)
II only


C)
III only


D)
I and II only


E)
II and III only



Ans:  C     

2.  Which of the following describe(s) an operating lease?



     I.  The lease is cancellable at the option of the lessee. 



     II.  The term of the lease is relatively short. 



     III.  The lessor is typically required to maintain the asset.


A)
I only


B)
I and II only


C)
I and III only


D)
II and III only


E)
I, II, and III



Ans:  E     

3.   Which of the following characteristics would cause a lease to be declared a capital lease for accounting purposes?


A)
The present value of the lease payments equals 60% of the fair market value at the start of the lease.


B)
The lease does not transfer ownership of the property to the lessee by the end of the lease term.


C)
The lessee can purchase the asset at a price below fair market value when the lease expires.


D)
The lease term is at least 50% of the estimated economic life of the asset.


E)
The lessor maintains the insurance and maintenance on the leased asset.



Ans:  C     

4.  Which of the following characteristics would NOT cause a lease to be declared a capital lease for accounting purposes?



     I.  The present value of the lease payments is at least 90% of the fair market value at the start of the lease. 



     II.  The lease transfers ownership of the property to the lessee by the end of the lease term. 



     III.  The lessee can purchase the asset at a bargain price when the lease expires. 



     IV.  The lease term is at least 70% of the estimated economic life of the asset.


A)
II only


B)
III only


C)
IV only


D)
II and IV only


E)
I, II, III, and IV



Ans:  C     

5.  Which of the following must be met for a lease to be valid for tax purposes according to CCRA?



     I.  The term of the lease must be less than 90% of the economic life of the asset



     II.  The lease must have a bargain purchase option, transferring the residual value to the lessee



     III.  The lease must be primarily for business purposes


A)
I only


B)
III only


C)
I and III only


D)
II and III only


E)
I, II, and III



Ans:  B     

6.  A financial lease:


A)
Is classified as a capital lease by accountants.


B)
Is only partially amortized.


C)
Requires the lessor to pay the taxes.


D)
Has payments which are insufficient to cover the entire cost of the asset.


E)
Is a short-term tax-oriented lease.



Ans:  A     

7.  The reason for "hiding" a financial lease is the hope that the lease:


A)
Will go unnoticed by analysts and investors.


B)
Payments can be hidden from the CCRA.


C)
Can be resold without the lessor knowing.


D)
Term can be extended if the lessee continues to make payments such that the lessor does not realize the lease term has expired.


E)
Can be treated as an operating lease for tax purposes without the CCRA realizing it is a financial lease.



Ans:  A     

Capital Structure 

1.  According to _________, the value of the firm is independent of its capital structure.


A)
M&M Proposition I without taxes


B)
M&M Proposition I with taxes


C)
the static theory of capital structure


D)
M&M Proposition II without taxes


E)
M&M Proposition II with taxes



Ans:  A     

2.  
The cost of debt is generally lower than the cost of equity; however, according to __________, replacing equity with debt will not change the value of the firm because the savings attributable to the lower cost of debt financing will be offset by the higher required return on the remaining equity.


A)
M&M Proposition I with taxes


B)
M&M Proposition I without taxes


C)
the static theory of capital structure


D)
M&M Proposition II without taxes


E)
M&M Proposition II with taxes



Ans:  B     

3.  _____________ implies that the firm should issue as much debt as possible.


A)
M&M Proposition I with taxes


B)
M&M Proposition I without taxes


C)
the static theory of capital structure


D)
M&M Proposition II without taxes


E)
M&M Proposition II with taxes



Ans:  A     

4.  Which of the following would be considered an indirect bankruptcy cost?


A)
The cost of the extra insurance the bankruptcy court requires the firm to carry on its assets.


B)
The cost the firm must pay to the court when filing its bankruptcy petition.


C)
The cost of the appraisals a firm must obtain on its assets by order of the bankruptcy court.


D)
The fee the firm pays its lawyer to draw up the bankruptcy petition.


E)
The cost to the firm of projects in-progress terminated in order to preserve cash.



Ans:  E     

5.  When the value of a firm's assets exactly equals the value of its debt, the firm:


A)
Is economically bankrupt.


B)
Is technically insolvent.


C)
Is legally bankrupt.


D)
Is in liquidation.


E)
Is in default.



Ans:  A     


6.  According to __________, a firm's cost of equity increases with greater debt financing, while the WACC first decreases and then increases.


A)
M&M Proposition I with taxes


B)
M&M Proposition I without taxes


C)
the static theory of capital structure


D)
M&M Proposition II without taxes


E)
M&M Proposition II with taxes



Ans:  C     

7.  
According to the static theory of capital structure, ____________________.


A)
a firm's choice of assets and operations is fixed for all time


B)
a firm will borrow up to the point where the benefit from an extra dollar of debt is just equal to the tax benefit associated with that debt


C)
the value of the firm will differ from the M&M value without taxes by the gain from leverage


D)
the optimal WACC is the same as it is in M&M with taxes


E)
the value of the firm in M&M with taxes is overstated by the amount of financial distress costs



Ans:  E     

Dividend Policy

1.  The day on which the owners of a firm are ascertained for dividend purposes is called the:


A)
Declaration date.


B)
Date of record.


C)
Payment date.


D)
Ex-dividend date.


E)
Cum-dividend date.



Ans:  B     

2.  The clientele effect states that stocks:


A)
Are divided into groups based on their overall level of risk.


B)
Are sold to various groups depending upon their industry.


C)
Conform to various risk elements based on their volatility.


D)
Can be divided into groups based upon their sales to individuals versus institutions.


E)
Attract certain investor groups based on the dividend yield and the tax effects.



Ans:  E     
3.  A residual dividend is a payment to shareholders that:


A)
Occurs on a regular quarterly basis and normally remains constant in amount.


B)
Is paid in addition to the normal quarterly distribution amount.


C)
Is paid only from funds remaining after all positive net present value projects have been funded.


D)
Represents the funds remaining after a partial liquidation has been used to reduce debt.


E)
Occurs based on funds generated from an unusual one-time event.



Ans:  C     

4.  
The term information content effect refers to the:


A)
Effect by the market to a firm's bankruptcy announcement.


B)
Types of investors that are attracted to a stock because of the related tax effects.


C)
Market's reaction to a change in the dividend payout.


D)
Way in which shareholders are affected by a corporate reorganization.


E)
Manner in which a stock dividend changes the equity accounts of the issuer.



Ans:  C 

5.  When shareholders act on their own to alter a corporation's dividend policy by means of buying and selling on their own account they are creating _________.


A)
a special dividend


B)
a regular dividend


C)
a residual dividend


D)
a homemade dividend


E)
a liquidating dividend



Ans:  D     
6.  The desirability of owning a high-dividend payout stock would increase if:


A)
A tax exemption on the first $100 of dividend income was created.


B)
A reduced tax rate on capital gains income was created.


C)
A tax exemption on the first $100 of capital gains income was created.


D)
The brokerage commissions on purchases and sales of shares were reduced.


E)
The number of positive NPV projects available to the firm increased.



Ans:  A     
7.  
Which of the following is/are correct?



     I.  Based on the homemade dividend argument, dividend policy is irrelevant. 



     II.  Because of flotation costs, a low-dividend policy is best. 



     III.  Because of the desire for current income, a high-dividend policy is best.


A)
I only


B)
II and III only


C)
I and III only


D)
III only


E)
I, II, and III



Ans:  E     
8.  The board of directors of DDT Inc. has declared a dividend of $0.75 per share payable on Monday, January 28 to shareholders of record as of Monday, January 14.  Under TSX rules, if you bought 500 shares of DDT stock on Friday, January 11 for $7.50 per share, how much will you receive in dividends?


A)
$0.00


B)
$1.50


C)
$37.50


D)
$55.00


E)
$375.00



Ans:  A    

9.  
Lucky Mike's, Inc. has a target debt/equity ratio of 0.75.  After-tax earnings for 2003 were $850,000 and the firm needs $1,150,000 for new investments.  If the company follows a residual dividend policy, what dividend will be paid?


A)
0


B)
67,240


C)
$192,857


D)
$213,164


E)
$337,500



Ans:  E     
10.  BDJ, Inc. has 31,000 shares of stock outstanding with a market price of $15 per share.  If net income for the year is $155,000 and the retention ratio is 80%, what is the dividend yield on BDJ Inc. 's stock?


A)
3.4%


B)
3.7%


C)
5.5%


D)
6.7%


E)
8.3%



Ans:  D     
Options

1.
The special contractual nature giving the owner the right to buy or sell an asset at a fixed price on or before a given date is the basis of: 

A)
a common stock. 
D)
an option. 

B)
a capital investment. 
E)
None of the above. 

C)
a futures. 
Answer: D   

2.
In general, an option gives the holder the right to exercise at the ______ price through the ______ date: 

A)
strike; inception. 
D)
strike; expiration. 

B)
American; inception. 
E)
None of the above. 

C)
European; expiration. 
Answer: D   

3.
Which of the following statements is true? 

A)
American options are options on securities of U. S. corporations, and the options are traded on American exchanges.  European options are options on securities of U.S. corporations, but the options are traded on European exchanges. 

B)
American options are options on securities which are traded on American exchanges.  European options, also traded on American exchanges, are options on European corporations. 

C)
American options give the holder the right to the dividend payment.  European options do not. 

D)
American options may be exercised anytime up to expiration. European options may be exercised only at expiration. 

E)
None of the above. 
Answer: D   

4.
A call gives the owner the right: 

A)
and the obligation to buy an asset at a given price. 

B)
and the obligation to sell an asset at a given price. 

C)
but not the obligation to buy an asset at a given price. 

D)
but not the obligation to sell an asset at a given price. 

E)
none of the above. 
Answer: C   


5.
Which of the following statements is true? 


A)
Call options are issued by corporations and bought by investors. 

B)
Call options are issued by investors and bought by corporations. 

C)
Call options are issued by investors and bought by investors. 

D)
Put options are issued by corporations and bought by investors. 

E)
Both b & d. 
Answer: C   

6.
You own a call option with time to expiration.  The common stock is selling for $15 and your exercise price is $12, this option: 

A)
must be sold to the writer. 
D)
must be offset by a put. 

B)
is in-the-money. 
E)
none of the above. 

C)
is out-of-the-money. 
Answer: B   

7.
An out-of-the-money call option is one that: 

A)
has an exercise price below the current market price of the underlying security. 

B)
should not be exercised. 

C)
has an exercise price above the current market price of the underlying security. 

D)
both a and b. 

E)
both b and c. 
Answer: E   

8.
Pay-off diagrams for a call options versus stock prices are called: 

A)
vertical tower diagrams. 
D)
cumulative frequency diagrams. 

B)
hockey stick diagrams. 
E)
none of the above. 

C)
fulcrum diagrams. 
Answer: B   
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