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PART I - MC QUESTIONS (80 MARKS) Part I consists of 32 multiple choice questions. Put your response on the

computer answer sheet using PENCIL — ONLY these answers will be graded. Each correct response is worth 2.5 marks.

1.

You purchased 200 shares of preferred stock on January 1, 2015 for $42.27 per share. The stock pays an annual dividend of $7
per share. On December 31, 2015, the market price was $46.88 per share. Calculate your dollar taxable capital gain assuming
50% of the gain is taxable.

A. $461

B. $922

C. §1,161

D. $2,322

E. None of the above is correct.

Security X has an expected return of 12% and a standard deviation of 15%. Security Y has an expected return of 10% and a
standard deviation of 9%. The correlation between X and Y is 0.70. If you invest 70% in Y and the rest in X, what is the
standard deviation of your portfolio?

1.00%

1.57%

9.98%

10.80%

12.54%

moawx>

What is the crossover rate for the following two projects. Project A costs $10,000 and has annual cash flows of $1,000 forever.
Project B costs $20,000 and has annual cash flows of $1,500 forever.

A. 0.00%

B. 5.00%

C. 7.50%

D. 10.00%

E. None of the above is correct.

You purchase a bond with a coupon rate of 4.8%, and an invoice price of $1,056. If the next semi-annual coupon payment is
due in five months, what is the clean price?

A. $1,076

B. $1,065

C. $1,060

D. $1,052

E. $1,036

A firm purchases Class 10 equipment for $1,000,000 (CCA Rate 20%) for a 10-year project. What will be the CCA tax shield in
year 4? The tax rate is 40%.

A. $40,960

B. $46,080

C. $69,120

D. $115,200

E. $200,000
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6. A stock has year-end prices and dividends as below. What is the geometric average return?
Year 1 2 3 4
Price $60.18 $73.66 $94.18 $89.35
Dividend - $0.60  $0.64 $0.72

14.96%

15.04%

15.92%

18.35%

18.83%

moQw»

7. An interest rate compounded twice a year yields an EAR of 5%. This rate is equivalent to what APR compounded daily?
Assume 365 days in a year.

4.88%

9.76%

10.00%

10.25%

None of the above is correct.

mo0w»

8. RWIR has 31,000 shares outstanding with a market price of $45 per share. The firm retains 80% of its net income of $310,000.
What is the firm’s dividend yield?
A. 4.44%
B. 6.67%
C. 10.00%
D. 17.78%
E. None of the above is correct.

9. An asset has a beta of 0.75 and a return of 12%. The expected return on the market portfolio is 15% and the risk free rate is 4%.
Which of the following statements is correct?

. This asset is correctly priced according to the CAPM because its return lies on the SML.

This asset is underpriced according to the CAPM because its return lies above the SML.

This asset is overpriced according to the CAPM because its return lies below the SML.

. This asset is overpriced according to the CAPM because its return lies above the SML.

This asset is underpriced according to the CAPM because its return lies below the SML.

MUOE >

10. You hold $20,000 in Treasury Bills with your broker. You ask him to short 1,200 shares of ABC Inc., and the stock’s current
market price is $40. Your broker has a short sale maintenance margin of 30%. You will get a margin call if the stock:
A. Falls below $28.59
B. Falls below $40.00
C. Rises above $40.00
D. Rises above $43.59
E. None of the above is correct.
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11. Suppose that ConU Industries has a cost of equity of 16% and a before tax cost of debt of 6%. If the target debt to equity ratio is
2/3, and the tax rate is 35%, what is the firm’s weighted average cost of capital?

7.93%

8.74%

11.16%

11.97%

12.00%

mo0w»

12. Suppose you have the following information on two stocks. Booth Inc. has a beta of 1.7 and an E(R) of 22%. Cleary Inc. has a
beta of 1.5 and an E(R) of 20%. What would the risk free rate have to be for these stocks to be correctly priced according to the
CAPM?

A. 5.00%
B. 7.96%
C. 8.00%
D. 8.96%
E. None of the above is correct.

13. A firm just paid a dividend of $1.50 per share. The expected ROE for next year is 16.5% and the required return on the stock is
10%. If the firm has a retention ratio of 75%, the dividend in one year should be:
A. $1.56
B. $1.61
C. $1.65
D. $1.69
E. $1.75

14. Ross Roberts is a JMSB student who is financing his education with a student loan. Suppose he owes $25,000 when he
graduates. His loan has an interest rate of 5% with equal monthly payments over 10 years. Which of the following is correct?
I. The EAR on this loan is 5.12%
II. The monthly payment is $218.75
III. The interest paid over the life of the loan is approximately $6,820
A. Only L is correct
B. Only Il is correct
C. Only III is correct
D. Only I and II are correct
E. Only I and III are correct

15. Calculate the expected return on the following portfolio.
Stock Return #Shares Stock Price

7% 400 $15

16% 100 $65

11% 300 §22

. 11.45%

. 11.33%

. 991%
E. 9.63%

X
Y
X
A. 13.60%
B
C
D
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Use this information to answer the following three questions.

Strike ($) | Expiration Call Volume | Call Price ($) Put Volume Put Price (§)

45 Oct 91 2.80 59 0.80

45 Nov 59 4.30 54 2.30

47.50 Oct 80 1.00 22 3.12

47.50 Nov 42 2.30 20 5.25

50 Oct 28 0.30 15 7.12

50 Nov 23 2.00 12 9.00

16. Assuming the stock price is $46.25, which of the options shown in the quote are in-the-money?

17.

18.

19.

20.

I. The October $45 put

II. The November $50 put

II1. The October $45 call

IV. The November $47.50 call
. Tand II only

I and III only

II and III only

. Tand IV only

11T and IV only

MO O0w e

You want to purchase one November $45 call contract. The option contract will cost you:
A. $80.00

B. $230.00

C. $280.00

D. $430.00

E. $900.00

Suppose you bought 10 November $50 put contracts. Just before the option expires, the stock is selling for $45. What is your
net profit (or loss)? Ignore commissions.

. —$14,000

—-$9,000

—-$4,000

. $5,000

$14,000

MUOE >

Robin Inc. currently has 800,000 shares of stock outstanding, with a market price of $20 per share and a book value of $2 per
share. The firm would prefer to have its stock trade at a value between $8 and $12 per share. Of the following choices, which
would allow the firm to achieve its objective?

A. $2 per share cash dividend

B. 2-for-3 reverse stock split

C. 50% stock dividend

D. 1-for-2 reverse stock split

E. 2-for-1 stock split

Which of the following statements regarding the efficient market hypothesis is correct?
A. If a market is weak form efficient, it is also strong form efficient.

B. If a market is semi-strong form efficient, it is also weak form efficient.

C. If a market is weak form efficient, it is also semi-strong form efficient.

D. If a market is semi-strong form efficient, it is also strong form efficient.

E. None of the above is correct.
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21. Rowan Industries pays a constant $5 per share annual dividend. The market price of this stock will:
A. Be greater five years from now than it is today, provided that the market return remains constant.
B. Remain constant even as the market return varies.
C. Increase when the market return increases.
D. Decrease if the required return increases.
E. None of the above is correct.

22. On March 2, the board of directors of Ziggy Inc. declared a dividend of $0.75 per share payable on Monday, March 28 to
shareholders of record as of Monday, March 14. If you bought 500 shares of the stock on Monday, March 14 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

23. You need to borrow $10,000. You have two choices: Bank A at 9% compounded annually, or Bank B at 8.75% compounded
semi-annually. Which would you choose and why?
A. Bank A because it has the higher quoted rate.
B. Bank A because the future value in one year is lower.
C. Bank A because it has a higher effective annual rate.
D. Bank B because the future value in one year is higher.
E. Bank B because it has a lower effective annual rate.

24. Suppose Deakin Inc. has two mutually exclusive projects. The IRR of project A is 20% and of project B is 25%. The NPV of
project A equals that of project B at a 15% discount rate. Assuming positive discount rates, which of the following is correct?

. The firm will always accept project B for discount rates greater than 15%.

The firm will always prefer project A over B for discount rates less than 15%.

The firm will always prefer project B over A for discount rates less than 20%.

. The firm will always accept both projects as their IRRs are both greater than 15%.

The firm will always prefer project B over A because B’s IRR is higher than that of A.

MO O0w e

25. A new project has a life of 8 years, costs $250,000, and is expected to generate equal annual net cash inflows each year. The
project has a discounted payback period of 7 years. Which of the following statements is correct?
A. IRR <r,and NPV >0
B. PI<1,and IRR>r
C. Payback period > 7, and AAR <r
D. IRR >r, and Payback period < §
E. PI>1,and NPV <0

26. Risk that affects a large number of assets is called:
. Systematic risk.

Diversifiable risk.

Non-market risk.

. Asset specific risk.

Total risk.

SRl IS
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27.

28.

29.

30.

31.

32.

If a stock’s beta is 1.2 during a period when the market portfolio was up by 10%, then we would expect the return on this stock
to (all else the same):

A. Gain less than 10%.

B. Gain exactly 10%.

C. Gain more than 10%.

D. Lose less than 10%.

E. Lose more than 10%.

Which of the following statement/s is/are correct?

A. A stock’s capital gains yield can never be equal to the dividend growth rate.

B. A stock’s dividend yield is equal to the realized return less the capital gains yield.

C. The capital gains yield on a stock equals the stock price today divided by the stock price in one period.
D. Both A and B are correct.

E. Both B and C are correct.

Which of the following statements are true?

I. Bond prices are inversely related to market interest rates.

II. A high coupon bond is less interest rate sensitive than a low coupon bond.

I11. The yield to maturity will be greater than the coupon rate when a bond is selling at a premium.
IV. The coupon rate will be more than the yield to maturity when a bond sells at a discount.

. Tand II only

I and III only

I'and IV only

. I and IIT only

III and IV only

MO O0w e

If capital markets are efficient, then:

A. It is possible to profit regularly from publicly available information.

B. There is no reason to believe that prices are too high or too low.

C. Itis not possible to make money by playing the stock market.

D. Prices will adjust slowly when reacting to new information.

E. Historical price trends will give you a good idea of where prices are headed in the future.

Two perpetuities are identical in every way except that perpetuity A makes annual payments of $P starting two years from
today, and perpetuity B makes annual payments of $P starting one year from today. It must be true that the present value of:
A. Perpetuity B is equal to that of perpetuity A.

B. Perpetuity B is greater than that of perpetuity A by $P.

C. Perpetuity A is greater than that of perpetuity B by $P.

D. Perpetuity A is greater than that of perpetuity B by the present value of $P for one year.

E. Perpetuity B is greater than that of perpetuity A by the present value of $P for one year.

If a firm uses a constant WACC for capital budgeting rather than using the CAPM, the firm may tend to:
A. Incorrectly accept low risk projects.

B. Incorrectly reject high risk projects.

C. Become more risky over time.

D. Reject projects with a risk equal to that of the firm.

E. None of the above is correct.
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PART IT - NUMERICAL AND SHORT ANSWER QUESTIONS

QUESTION 1 — PART A (5§ MARKS)

Spectre Inc. just paid a dividend of $3.50 per common share. The growth rate in dividends is expected to be 20% per year for the
first four years, and 2% per year thereafter. Investors require a 16% return per year on this stock for the first four years, and 12%
per year thereafter. Calculate the current share price.

QUESTION 1 — PART B (5§ MARKS)

Westerfield Inc. issues bonds with a $1,000 face value and a 20-year maturity. The bond makes semi-annual coupon payments of
$30 each until the end of year 10. After that, the bond makes semi-annual coupon payments of $40 each until maturity. However,
due to cash constraints, the firm makes no coupon payments on the bond in year one, and instead pays these coupons at maturity. If
investors require an 8% rate of return over the life of the bond, what is the bond’s value today?
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QUESTION 2 — PART A (4 MARKS)

Patrick Co. has a cost of equity of 16%, a before tax cost of debt of 13%, and a marginal tax rate of 40%. Its common stock sells at
1.5 times book value and the debt sells at 90% of book value. Calculate the firm’s after tax cost of capital, given the firm’s book

value balance sheet shown below.
Assets

Liabilities & Equity

Cash $ 480 Accounts Payable $§ 152
Accounts Receivable 240 Long Term Debt 1,000
Net Fixed Assets 2,160 Equity(Common Stock) 1,728
Total $2,880 Total $2,880

QUESTION 2 — PART B (6 MARKYS)

Tax Shield Corp. is considering a 15-year project. The firm forecasts revenue of $865,000 at the end of year 1, and expects revenue
to grow at 5% per year. The relevant costs are estimated at 40% of revenue. The equipment costs $750,000, has a zero salvage
value, and has a CCA rate of 20%. The firm needs to invest $100,000 in net working capital up front, and no additional net working
capital is required. The appropriate discount rate is 16% and the firm’s tax rate is 30%. What is the NPV of this project?
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