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Please use the following information to answer the next FOUR questions (Q1-Q4).
Abdul owns 200 shares of Intec Corp. stock.  The firm is currently an all equity firm with a market value of $42,000,000 and 1,500,000 shares outstanding.  Management of the firm is thinking of borrowing 20% of the current value of the firm and buying back shares with the funds.  Even if management goes through with the proposed capital structure change, Abdul will keep all of his shares.  There are no taxes or other market imperfections.

1.
How many shares will Intec Inc. have outstanding after it goes through with its proposed recapitalization?

a)
100.000

b)
300,000

c)
500,000

d)
1,200,000
2.
Which of the following statements is most likely true?

a) If Intec Corp. goes through with the recapitalization, the firm’s future EPS will become more volatile.
b) If Intec Corp. goes through with the recapitalization, the firm’s future EPS will become more stable.
c) If Intec Corp. goes through with the recapitalization, the firm’s future EPS will most likely remain the same as if it would have had it not gone through with the recapitalization.

d) If Intec Corp. goes through with the recapitalization, the firm’s future EPS will most likely decline.

3.
In words, what must Abdul do if the firm goes through with the recapitalization but Abdul wanted the cash flows from the firm as it is currently capitalized?

a) Abdul must borrow cash from the bank and use the borrowed funds to buy more stock in the firm
b) Abdul must sell some of his stock and at the same time borrow funds from the bank
c) Abdul must sell some of his stock and invest the proceeds in a risk free security (i.e., the bank)
d) Abdul must invest some more money in a risk-free security (i.e., the bank) and at the same time buy more stock than he currently owns
e) None of the above

4.
In numbers, what must Abdul do if the firm goes through with the recapitalization but Abdul wanted the cash flows from the firm as it is currently capitalized?

a) Abdul must borrow $1,120 from the bank and use the borrowed funds to buy more 40 more shares in the firm

b) Abdul must sell $1,120 worth of stock and at the same time borrow $1,120 from the bank

c) Abdul must sell $1,120 worth of stock and invest the $1,120 from the sale in a risk free security (i.e., the bank)

d) Abdul must invest $1,120 in a risk-free security (i.e., the bank) and at the same time buy $1,120 worth of stock in addition to what he currently owns

e) None of the above

Please use the following information to answer the next FOUR questions (Q5-Q8).
Patel et. Freres Inc. has the following Market Value Balance Sheet and Income Statement.  Patel et. Freres is a non-profit organization and as such does not pay taxes.  There are currently 4,000,000 shares outstanding.  Raji Patel, the owner, is considering borrowing 30% of the current value of the firm and using the funds to buy back equity.  The cost of debt is 8%.

Balance Sheet

Cash

$1,000,000

$0

Debt

Other Assets
$9,000,000

$10,000,000
Equity

Total

$10,000,000

$10,000,000
Total

Income Statement

Revenues
$8,000,000

Expenses
$7,000,000

EBIT

$1,000,000

Interest
$0

Taxes

$0

Earnings
$1,000,000

5.
What is Patel et. Freres current EPS?

a) $1.00
b) $0.50
c) $0.25
d) $0.00
e) None of the above

6.
What will the EPS be if the firm goes to the proposed capital structure, assuming EBIT does not change?

a) $0.512
b) $0.271
c) $0.972
d) $0.00

e) None of the above

7.
What is the Break-even EBIT for Patel et. Freres?
a) $1,000,000
b) $500,000
c) $1,500,000
d) $0
e) None of the above

8.
As already stated, Patel et. Freres does not pay taxes.  However, if they did pay 50% taxes, what would be the Break-even EBIT for Patel et. Freres?  Assume that the decision to borrow funds does not in itself increase the value of the firm.  In other words, there is no tax benefit to debt as M&M suggest, at least for this question.
a) $1,200,000
b) $800,000
c) $400,000
d) $0
9.
All else being equal, which of the following statements is most true?

a) Healthy and profitable firms in a safe industry will usually have a low debt/equity ratio, in comparison to healthy and profitable firms in a risky industry

b) Healthy and profitable firms in a risky industry will usually have a high debt/equity ratio, in comparison to healthy and profitable firms in a safe industry
c) The riskiness of the industry will not be a factor in the capital structure decision for a firm in that industry
d) Healthy and profitable firms in a risky industry will usually have a low debt/equity ratio, in comparison to healthy and profitable firms in a safe industry

10.
The corporate tax benefit to debt can be best expressed by which of the following formulas?
a) D*T where D is the current value of the debt and T is the corporate tax rate. 
b) R*D*T where R is the interest rate on the debt, D is the current value of the debt, and T is the corporate tax rate.

c) R*D where R is the interest rate on the debt and D is the current value of the debt
d) R*T where R is the interest rate on the debt and T is the corporate tax rate.
e) None of the above

11.
The distribution of the proceeds of a liquidation usually occurs according to which of the following orders?

a) Administrative expenses associated with the bankruptcy are paid first, then wages and salaries, and then common stockholders
b) Common stockholders are paid first, then wages and salaries, and then unsecured creditors
c) Preferred stockholders are paid first, then unsecured creditors and then common stockholders
d) Administrative expenses associated with the bankruptcy are paid first, then preferred stockholders, and then wages and salaries
12.
Which of the following statements is most true?

a) The optimal capital structure of the firm is the one that minimizes the costs of Financial Distress.
b) The optimal capital structure of the firm is the one that minimizes the WACC.
c) The optimal capital structure of the firm is the one that maximizes the tax benefits of debt.
d) The optimal capital structure of the firm is the one that maximizes the WACC.
e) None of the above

13.
Which of the following is a possible agency problem for the firm?
I)
The possibility of a conflict of interest between the majority owners of the firm and the management of the firm.

II)
The possibility of a conflict of interest between the minority owners of the firm and the management of the firm.

III)
The possibility of a conflict of interest between the creditors of the firm and the management 
of the firm.

a) I and III only
b) I only
c) I and II only
d) Each of I, II, and III
14.
Which of the following is a possible solution to a potential conflict between the owners of the firm and the management of the firm?

a) Strong management control of the Board of Directors
b) The firm holding on to cash instead of paying it out as dividends
c) A management compensation plan that accurately rewards management if shareholders benefit (shareholder wealth increases) and does not reward management as much if shareholder wealth does not increase
d) Firms accepting and taking on only safe 0 NPV or safe negative NPV projects so that bondholders get paid off
15.
There is mixed evidence as to whether firms that rank high on lists of being socially responsible produce returns similar to those who do not rank high on these lists.  Given this statement, which of the following strategies does the text suggest major Canadian institutional investors likely to follow?

a) Avoid investing in firms that rank high on lists of being socially responsible
b) Only invest in those firms that rank high on lists of being socially responsible
c) Survey all of your investors and invest based on the results of your survey
d) Pay careful attention to corporate social responsibility in selecting investments but do not eliminate companies from your portfolio based solely on environmental and other social issues
16.
Which of the following statements is most true?

a) The job of the Board of Directors is to monitor and oversee the behavior of management as well as to provide direction for the company.
b) The job of the Board of Directors is to approve daily operating decisions made by senior management.

c) The job of the Board of Directors is to set salary levels for all of the employees of the firm.
d) The job of the Board of Directors is to decide on the capital structure of the firm
17.
Which of the following is usually NOT the job of the Board of Directors?

a) To set compensation levels for the CEO and possibly senior management
b) To nominate and select the CEO of the firm
c) To nominate and select Directors to the firm as need be
d) To represent and uphold the needs of management 
18.
Which of the following is probably NOT a Best practice for the firm?

a) Directors should be paid with a combination of cash and shares
b) Directors should NOT be independent of senior management
c) Directors need NOT have expertise regarding every aspect of a firm’s business but should have expertise in those areas of the business with which the Director is involved
d) Independence of Directors is important at all times, but perhaps even more important if the Director sits on the Nominating, Audit, or Compensation committees.
Please use the following information for the next FOUR questions (Q19-Q22):
Moose Pastures Inc is considering a rights offer to raise $500,000. The stock currently sells for $5.25/share and there are 1,493,425 shares outstanding. The underwriters believe that the issue will be completely taken up if the subscription price is set at $4.50/ share. 
19.
How many rights will be needed to purchase a share of MPI at the subscription price?

a) 14.66

b) 13.44

c) 12.56

d) 12.5

20.
What is the ex-rights price?

a) $4.88

b) $5.20

c) $ 5.39

d) $5.56

21.
What is the value of a right?

a) $0.37

b) $0.05

c) $0.01

d) $0.85

e) $0

22.
Now assume that the underwriter charges a 7% spread on all funds raised.  The firm still needs to raise $500,000 for its operations.  Based on this information, how many shares will need to be issued at $4.50 in order to raise the needed funds?

a) 119,474

b) 7,000

c) 107,527

d)  30,102

e)  7,634

23.
Anderson Co. and Kaplan Co. have both announced IPO’s at $75 per share. One of the firms is undervalued by $37.50 and the other is overvalued by $37.50, but investors have no way to determine which is which.   The price of each share will revert to its proper level by the end of the day.  Undervalued issues are oversubscribed (there are more offers for shares than there are shares to sell) and orders are rationed proportionately, with investors only receiving 50% of their order. Overvalued issues are not oversubscribed.  If you put in an offer, you get your full order.  If an investor puts in an order for 1000 of each IPO, what will her first day profits be?

a) $0

b) $18,750

c) -$18,750

d) $37,500

e) None of the above

Please use the following information for the next TWO questions (Q24-Q25):
Moose Pastures Inc. (MPI) is an all-equity firm engaged in the commercial livestock industry. It wishes to purchase pasture land in Alberta for $10 million. The funds will be raised through an equity issue at the current market price. The company believes the purchase will increase net income by $650,000 annually. MPI currently has 1 million shares outstanding with a book value of $30, selling in the market for $20. Current net income is $1 million. Assume the P/E ratio remains constant.

24.
The earnings per share of MPI before the purchase is ________, and ________ after the purchase.

a) 1;0.91

b) 1.1;0.91

c) 1;1.1

d) 1.1;1

e) None of the above

25.
What would the increase in net income (due to the purchase) need to be to keep the share price at $20?
a) $591,500

b) $715,000

c) $650,000

d) $500,000

e) None of the above

26.
Moose Pastures Inc. (MPI) expects that earnings for the coming year will be $48,000,000. The firm pays dividends annually and follows a strict residual dividend policy. There are 12 million shares outstanding and the firm has a target debt to equity ratio of 3. If the firm has identified $96,000,000 in positive NPV investments for the coming year, what is the amount of its annual dividend (on a per share basis)?

a) $2

b) $3

c) $4

d) $0

e) none of the above

Please use the following information in the next FOUR questions (Q27-Q30):
Black Lipstick Inc. (BLI) has determined that market conditions will only allow the company to operate for the next 2 years. BLI is an all-equity firm and it will pay a dividend of $2/ share next year and a liquidating dividend of $25 at the end of the 2nd year. There are 100,000 shares outstanding and the current share price is $18.86. Ignore taxes.  

27.
What is the cost of equity for the firm? 

a) 20.56%

b) 25.07%

c) 11.32%

d) 32.56%
e) None of the above

28.
If an investor wanted to generate equal dividends in each period, how large would each dividend be?  Hint:  Think of the dividends as the payments on a bond, where you already have the current price of the bond, the number of periods, and the discount rate (the answer to the last question).

a) $12.43

b) $13.11

c) $13.50

d) $11.20

e) none of the above

29.
If the investor with 100 shares used homemade dividends to generate equal dividends, how many shares would need to be sold at the end of the first year? (Assume fractional shares can be sold.)

a) 55.3 shares

b) 59.9 shares

c) 41.7 shares

d) 50.3 shares

e) None of the above

30.
If instead, the investor wanted the second dividend to be double the size of the first dividend, (and dividends were positive in every period), what would be the size of the first dividend?

a) $15.74

b) $8.55

c) $18

d) $10.06

e) none of the above

Please use the following information to answer the next THREE questions (Q31-Q33).
ABC Inc is considering a takeover of DEF Inc. You have gathered the following information regarding the two companies. 

	
	ABC Inc
	DEF Inc

	Price Earnings (P/E) Ratio
	20
	10

	Shares outstanding
	2,000,000
	1,000,000

	Earnings
	4,000,000
	1,000,000


Assuming that ABC Inc offers to pay $12 per share in cash, for each share of DEF Inc and assuming that the synergies are $1,000,000 in total (NOT annually). 
31.
What is the NPV of the transaction for ABC Inc?

a) $1,000,000

b) $2,000,000

c) -$1,000,000

d) -$2,000,000

e) $3,000,000
32. What will be the Price per share after the transaction is completed?

a) $40.00

b) $10.00

c) $25.00

d) $39.50

e) $39.00

33.
What will be the price/earnings ratio after the transaction is completed, assuming the market correctly analyzes the transaction?

a) 20.0:1

b) 10.0:1

c) 15.0:1

d) 15.8:1

e) 18.0:1

Please use the following information to answer the next THREE questions (Q34-Q36).
123 Inc is considering a takeover of 456 Inc. You have gathered the following information regarding the two companies. 

	
	123 Inc
	456 Inc

	Price per share
	40
	15

	Shares outstanding
	1,000,000
	500,000

	Earnings
	2,000,000
	300,000


123 Inc is planning on taking over 456 Inc by doing a share exchange. 123 Inc will exchange one of its shares for every 2 shares of 456 Inc. The synergies are $2,000,000 in total (NOT annually).

34.
What will be the price per share after the transaction is completed?

a) $40.00

b) $42.40

c) $41.40

d) $39.60

e) $37.40

35.
What is the total premium paid to 456 Inc?

a)  $2,000,000

b) $3,000,000

c) -$400,000

d) $2,400,000

e) Zero

36.
If the NPV of the acquisition is equal to zero, then 123 Inc would exchange a total of _________ shares for the shares of 456 Inc. 

a) 262,500

b) 250,000

c) 237,500

d) 225,000

e) 215,000

Please use the following information to answer the NEXT question (Q37).
AAA Inc is considering a takeover of BBB Inc. You have gathered the following information regarding the two companies. 

	
	AAA Inc
	BBB Inc

	Price per share
	100
	30

	Shares outstanding
	2,000,000
	1,200,000

	Earnings
	2,000,000
	2,000,000


AAA Inc is about to acquire BBB Inc by doing a share exchange. AAA Inc will exchange one of its shares for every 3 shares of BBB Inc. The Price per share after the transaction was completed increased to $102. 

37.
What was the amount of the total premium paid to BBB Inc?

a) $4,000,000

b) $8,800,000

c) $4,800,000

d) -$5,200,000

e) -$3,600,000

Please use the following information to answer the NEXT question (Q38).

You own 1,000 ounces of gold. It is currently the middle of July 2009.  You are concerned that the Gold Price may decline over the next month. You wish to hedge this risk. You have been given the following information regarding the Gold Futures Contract.  

Gold Comex

100 troy ozs, US$ per troy oz.; 10 cents = $10 per contract

	Month
	Settlement Price per ounce

	Aug 2009
	900.00

	Oct 2009
	905.00

	Dec 2009
	911.00


38.
In order to hedge this risk you should

a) Buy 1,000 Aug 2009 Gold futures contracts

b) Sell 1,000 Aug 2009 Gold futures contracts

c) Buy 10 Aug 2009 Gold futures contracts

d) Sell 10 Aug 2009 Gold futures contracts

e) Sell 100 Aug 2009 Gold futures contracts

Please use the following information to answer the NEXT question (Q39).

On April 20th, 2009 you decide to sell 2 cocoa futures contracts. Details regarding the contract are shown below 

Cocoa (CSCE)

10 metric tons, US$ per metric ton; $1 = $10 per contract

	Month
	Settlement Price per ton

	Jul 2009
	1320.00


At expiration the settlement price is $1435.00 per ton.

39. What was the amount of your profit from the trade?

a) $1,150.00

b) $2,300.00

c) -$1,150.00

d) -$2,300.00

e) -$115.00

40.
Suppose an investor sells a call option on 1,000 oz of Gold. The exercise price is $900 per oz. The premium is $25 per oz. Suppose the investor simultaneously buys a put option on 1,000 oz of Gold. The exercise price is $900 per oz. The premium is $25 per oz. Both contracts expire on December 31. At expiry the price of Gold is $1050 per oz. The investor’s total profit is?

a) $150,000.00

b)  $1,500.00

c) $15,000.00

d) -$150,000.00

e) -$15,000.00

41.
Suppose you own 1,000,000 shares of Roberts Inc. The price per share is $50. You believe Roberts Inc is an attractive long-term investment however, you are concerned that the stock price may decline over the next year. Therefore you wish to hedge this risk. You should 

a) Buy a forward contract

b) Buy a call option

c) Sell a put option

d) Sell a forward contract

e) Buy a risk-free bond

42.
A company produces an energy intensive product and uses natural gas as the energy source. In order to hedge this risk, the company should:

a) Sell forwards on natural gas 

b) Buy forwards on natural gas 

c) Sell call options on natural gas 

d) Sell put options on natural gas

43.
Suppose the price of Ross Inc is $100 per share. Ross Inc currently pays no dividends and there is no expectation that the company will start to pay a dividend in the future. There is no cost associated with owning shares in Ross Inc. This means that the cost of carry, sometimes called the storage cost, is zero. If the 1 year risk-free rate is 4% the one year forward price on Ross Inc shares should be?

a) $100.00

b) $96.15

c) $96.00

d) $104.00

e) $108.16

44.
Which of the following are some of the differences between futures and forward contracts?

I. 
marking to market

II.
premium paid for contract

a) I only

b) II only

c) I and II only

d) Neither I nor II

Use the following information to answer the following THREE questions (Q45-Q47). 
You have been supplied with the following information regarding a company’s capital structure. The company has 1,000,000 common shares outstanding. The book value per share is $40. The one year risk-free rate is 3%. The expected return on the market is 9%. The beta of the company’s stock is 1.2. The firm has 20,000 bonds outstanding. The common stock currently sells for $60 per share. The bonds were issued at par. Each bond has a face value of $1,000. The bond has 20 years to maturity. The current market price of the bonds is $900. The bonds have a coupon rate of 10%.  The coupon is paid annually. The company also has 300,000 preferred shares outstanding. The preferred shares have a par value of $100. The preferred shares pay a dividend of $8 per share. The dividend was just paid. The dividend is paid annually. The price of the preferred shares is $120. The company’s tax rate is 40%.

45.
What is the cost of common equity (the required rate of return on the equity)?

a) 10.8%

b) 13.8%

c) 10.2%

d) 12.0%

e) 9.0%

46.
What is the required rate of return on the company’s preferred shares?

a) 8.0%

b) 6.7%

c) 10.0%

d) 9.0%

e) 7.5%

47. What proportion (fraction) of the company’s capital structure is financed using common equity?

a) 22.2%

b) 33.3%

c) 44.4%

d) 52.6%

e) 31.6%

Use the following to answer the next TWO questions (Q48-Q49).

Your firm is considering buying a new machine for $150,000.  It has a useful life of 3 years and an estimated salvage value of $50,000.  The machine falls in asset class 8 with a CCA rate of 20%.  The asset class will always remain open.  Incremental before-tax revenues are expected to be $90,000 per year and incremental before-tax expenses are expected to be $45,000. The firm’s tax rate is 40% and the cost of capital is 10%. 

48.
What is the present value of the after-tax operating cash flow, excluding the CCA tax shield?

a) $67,145

b) $44,763

c) $111,908

d) $56,875

e) $81,000

49. What is the NPV of this project?

a) $14,985

b) $17,125

c) -$14,985

d) -$17,125

e) None of the above

Please use the following information to answer the next FIVE questions (Q50-Q54).

You own a high-tech manufacturing entity. You would like to expand your operations but to do so you need to either lease or buy a $2 million piece of equipment for the next six years. The equipment would generate additional sales by $25,000 per year for six years. If you choose to lease, the lease payments would be $360,000 a year for six years and the payments are due at the beginning of each year. Alternatively, you can choose to purchase this equipment, which belongs to a category with a CCA rate of 30%. The equipment would have a salvage value of $500,000 at the end of the sixth year. Your firm has a tax rate of 35%. You could arrange a bank loan at 8%.

50. What is the appropriate discount rate to use when making the leasing vs. buying decision?

a) 4.5%

b) 8.0%

c) 2.8%

d) 6.4%

e) 5.2%

51. What is the present value of all after-tax lease payments?

a) $1,241,521

b) $1,168,294

c) $1,059,912

d) $1,180,152

e) $1,081,753

52. What is the net advantage to leasing amount?

a) -$60,392

b) -$82,206

c) $82,206.

d) $45,735

e) -$45,735

53.
What amount would the lease payment have to be for your firm to be indifferent between leasing and buying?

a) $429,117

b) $229,868

c) $389,475

d) $291,662

e) $336,163

54.
What is the net advantage to leasing if your firm, for whatever reason, does not have to pay any taxes for at least the next six years?

a) -$33,108

b) -$112,460

c) -$278,904

d) $278,904

e) $112,460

55. If a firm wishes to keep a lease off of its balance sheet, it needs to use a(n):

a) tax-oriented lease

b) leveraged lease

c) operating lease

d) sale and leaseback arrangement

e) financial lease

56. Which of the following make an asset a likely candidate for leasing?

a) The costs of buying and selling the asset (i.e., transactions costs) are low.

b) The future market value of the asset is easy to predict.

c) Technological changes related to the asset are unlikely.

d) Borrowing to purchase the asset would subject the firm to restrictive debt covenants.

e) The CCA rate associated with the asset is very high.

57.
A local retail store allows you to return the merchandise you purchase and get your money back for up to 30 days after the purchase date.  The store has, in effect, provided each shopper with _______________ options.

a) American call

b) European call

c) American put

d) European put

e) convertible bond

58.
In July, you purchase a September European put option on Keebler, Inc. common stock.  The exercise price is $75. You:

a) Should exercise the option at expiration if the price of Keebler stock is $80.

b) Have given the seller the right to buy a share of Keebler stock at $75 at expiration.

c) Have the right to buy a share of Keebler stock at $75 sometime prior at expiration.

d) Will have a negative cash flow at the time you initiate the contract and a positive cash flow when the option expires if the stock price is less than $75 at that time.

e) Will have a worthless option in August if the stock price is $80 at that time in August

59.
Martin owns 15,000 shares of stock that he wants to sell sometime within the next three months. Shares of this stock are currently selling for $43.24. The stock has been increasing in price but Martin is concerned the price might start to fall. He is not yet willing to sell his shares just in case the price rises some more. To guarantee that he can receive at least $42.50 a share when he does sell, Martin could purchase _____ with a strike price of $42.50. Trading occurs in round lots (multiples of 100 shares) so one option contract allows the buyer to buy or sell 100 shares, depending upon whether the contract is a call option contract or a put option contract.

a) 1,500 call option contracts

b) 150 call option contracts

c) 15,000 put option contracts

d) 1,500 put option contracts

e) 150 put option contracts

60. Suppose you are evaluating a bond that can be exchanged for shares of the issuing company's stock at a conversion price of $5 per share and a conversion ratio of 200.  The bond has a $50 annual coupon (paid once a year), a face value of $1000, five years to maturity, and straight debt of the same risk is priced to yield 8%, annually compounded.  The current share price for the issuing firm is $4.50.  What is the minimum value for which the bond should sell?

a) $848.37

b) $880.22

c) $900.00

d) $921.12

e) $1,000.00
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