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ADM 3350 A
Fall 2011
CORPORATE FINANCE
ANSWER KEY MIDTERM EXAMINATION – October 19th, 2011
Professor: Kaouthar LAJILI

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 
	20

	

	
Part II
	30
	

	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
(20 points total)

Please circle the correct answer
1. 

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. 
2.  

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. 
3.  

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.     
4.  
 If the CAPM is used to estimate the cost of equity capital the expected excess market return is equal to: 


A)
 the return on the stock minus the risk-free rate.


B)
the difference between the return on the market and the risk-free rate.


C)
 the beta times the market risk premium.


D)
 the beta times the risk-free rate.



E)
the market rate of return.
5.  
In an EPS-EBI graphical relationship, the debt ray and equity cross. At this point the equity and debt are: 


A)
 equivalent with respect to EPS but above and below this point equity is always superior.


B)
 at breakeven in EPS but above this point debt increases EPS via leverage and decreases EPS below this point.



C)
 equal but away from breakeven equity is better as fewer shares are outstanding.


D)
 at breakeven and MM Proposition II states that debt is the better choice.


E)
 at breakeven and debt is the better choice below breakeven because small payments can be made.
 6.  
What is its cost of equity if there are no taxes or other imperfections? The firm has a debt-to-equity ratio of .60. Its cost of debt is 8%. Its overall cost of capital is 12%. 

A)
 18%

B)
14.4%

C)
10%.

D)
13.5%
 

7.  
 A firm has a debt-to-equity ratio of 1. Its cost of equity is 16%, and its cost of debt is 8%. If there are no taxes or other imperfections, what would be its cost of equity if the debt-to-equity ratio were 0? 

A)
 8%.

B)  10%.

C)
12%.

D)
14%.

E)
 16%.
8.  
Bryan invested in Bryco, Inc. stock when the firm was financed solely with equity. The firm is now utilizing debt in its capital structure. To unlever his position, Bryan needs to: 

A)
 borrow some money and purchase additional shares of Bryco stock.

B)
maintain his current position as the debt of the firm did not affect his personal leverage position.

C)
 sell some shares of Bryco stock and hold the proceeds in cash.

D)
 sell some shares of Bryco stock and loan it out such that he creates a personal debt-equity ratio equal to that of the firm.

E)
create a personal debt-equity ratio that is equal to exactly 50% of the debt-equity ratio of the firm.
 

9. 

A firm has zero debt in its capital structure. Its overall cost of capital is 9%. The firm is considering a new capital structure with 40% debt. The interest rate on the debt would be 4%. Assuming that the corporate tax rate is 34%, its cost of equity capital with the new capital structure would be? 
A) 10.32%.
B)  11.2%.
C)  11.0%.
D)  13.95%.


10.  
 
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. 
Answer: E      
11.
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. 
Answer: A      
12.

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. 
Answer: D    
13.

Which of the following statements is not true? 
A)   Net working capital is the difference between short-term assets and short term liabilities.
B)   Short-term financing deals with the management of short-term liabilities and short-term assets.
C)  Short-term financing is concerned with determining reasonable amounts of cash to hold, which customers should get credit and others related issues.
D)  Net working capital does not utilize the concept of present value since all flows are short-term.
14.

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. 
15.

If the average accounts receivable that a firm holds decreases without any decrease in credit sales, the operating cycle will: 

A)
stay the same because of no sales change. 

B)
stay the same because cash collections are sooner and it will affect the cash cycle only. 

C)
decrease because days sales outstanding decreases. 

D)
stay the same because accounts receivable are not in the operating cycle. 

E)
have an unknown effect. 
16. 

Which of the following statements about the current ratio is accurate?


A)
Use of book values in calculation of this ratio is unacceptable because the market values of these assets and liabilities tend to deviate from book values.


B)
This ratio is calculated by dividing current liabilities by current assets.


C)
It will always be greater than the quick ratio in companies that carry inventory.


D)
This ratio is intended to indicate the long run liquidity position of the firm.


E)
The higher the current ratio, the higher the level of cash in a firm.
17.

The optimal capital structure is the mixture of debt and equity which:



     I.  Maximizes the value of the firm. 



     II.  Minimizes the firm's weighted average cost of capital. 



     III.  Maximizes the market price of the firm's bonds.


A)
I only


B)
III only


C)
I and II only


D)
I and III only


E)
I, II, and III
18.

Firms that use maturity hedging as a guide to financing policy: 
A)   try to hedge with futures contracts.
B)   hold excess cash balances to reduce risk.
C)  will finance long term assets with long term financing.
D)  rely on government policy to keep interest rates low.
19.

Delta PDA Distributors has an investment in accounts receivable of $2,750,000.  Daily credit sales are $118,280. If 30% of Delta's credit customers receive a discount by paying within 10 days, what is the net period that Delta maintains? 




A)
10 days. 


B)
23 days. 




C)
38 days. 




D)
45 days. 


E)
There is not enough information to tell. 


Answer: E   
20.

Which of the following is not true concerning considerations in setting a credit policy? 
A)  A firm that supplies a perishable product will tend to offer restrictive credit terms.
B)  A firm whose customers are in a high-risk business will tend to offer restrictive credit terms.
C)   Lengthening the credit period effectively reduces the price paid by the customer.
D)  Small accounts, associated with firms that find it difficult to acquire a line of credit, tend to receive longer credit periods.
PART II   Problems 
(Total 30 points)
NOTE:   Solve problem (1) below and choose two more problems from the following three ((2) (3) and (4)) and solve (total 3 problems)
Problem 1
Capital Structure with Taxes

(10 points)
The Westlake Company expects perpetual earnings before interest and taxes (EBIT) of $6 million per year.  The firm’s after-tax; all-equity discount rate r0 is 14%.  The Westlake Company is subject to a corporate tax rate of 35%.  The pretax cost of the firm’s debt capital is 11% per annum, and the firm has $9 million of debt in its capital structure.


A)
What is Westlake Company’s value?

(2.5 points)

B)
What is Westlake Company’s cost of equity (rs)?
(3.5 points)

C)

What is Westlake Company’s weighted average cost of capital (rWACC)? (4 points)
Answer 
(if necessary, you may use the back of the page)

a.
The value of Appalachian if it were unlevered is:



VU = [(EBIT)(1–TC)] / r0




= [($6,000,000)(1 – 0.35)] / 0.14




= $27, 857, 142.86



The value of Appalachian if it were an all–equity firm is $27, 857, 142.86.




Appalachian currently has $9,000,000 of debt in its capital structure and is subject to a corporate 



tax rate of 35%.


The value of Appalachian is:




VL 
= VU + TCB




= $27, 857, 142.86+ (0.35)($9,000,000)




= $31,007,142.86



Therefore, the value of Appalachian is $31,007,142.86.


b.
The required return on Appalachian’s levered equity is:



rS 
= r0 + (B/S)(r0 – rB)(1 – TC)




= 0.14 + ($9,000,000 / $22,007,142.86)(0.14 – 0.11)(1 – 0.35)




= 0.148



Therefore, the cost of Appalachian’s levered equity is 14.8%.


c.
Appalachian’s weighted average cost of capital is:



rwacc=  {B / (B+S)}(1 – TC) rB + {S / (B+S)}rS




=  ($9,000,000 / $31,007,142.86)(1 – 0.35)(0.11) + ($22,007,142.86/ $31,007,142.86)(0.148)





=  0.1258


Therefore, Appalachian’s weighted average cost of capital is 12.58%.

Problem 2
Credit Management



(10 points)
ABC Inc. operates a mail-order toys business.  Management is considering dropping its policy of no credit.  The credit policy under consideration by ABC Inc. is as follows:





No credit
Credit

----------------------------------------------------------------

Price per unit


$70

$80


Cost per unit


$50

$64

Quantity sold


4,000

6,000

Probability 

of payment


100%

85%

Credit period


0

1

Discount rate


0

3%

----------------------------------------------------------------


A) Should ABC Inc. offer credit to its customers?  
(6.5 points)

B) What must the probability of payment be before ABC Inc. would adopt the credit policy? 
(3.5 points)
Answer 
(if necessary, you may use the back of the page)

a.
A firm should offer credit if the NPV of offering credit is greater than the NPV of the firm’s current, no-credit policy.

Under the no-credit policy:
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NPV (credit policy) = (0.85)($80)(6000)/1.03 –($64)(6000)=$12,116.5
Since NPV(current) > NPV(credit policy), ABC Inc. should not offer credit to its customers.

b.


ABC Inc will be indifferent if the NPV of the current policy equals the NPV of the credit policy.  Set the equations in part (a) equal.  Then solve for h (probability of payment under the credit policy):
$80,000 = (h)($80)(6000)/1.03 – ($64) (6000)

H = 0.99566 = 99.5666%

ABC Inc. Inc should offer its customers a credit plan if the probability that they will pay is greater than  99.57%.

Problem 3

Short-term Finance


(10 points)  

Canadian Lights has projected the following sales for the coming year:




Q1

Q2

Q3

Q4

Sales


$830

$745

$905

$980


Sales in the year following this one are projected to be 15% greater in each quarter.  

A) Calculate payments to suppliers assuming that Canadian Lights places orders during each quarter equal to 30% of projected sales for the next quarter.  Assume that the company pays immediately.  What is the payables period in this case?

(3 points)
B) Rework (A) above assuming a 90-day payables period 
(3 points)
C) Rework (A) above assuming a 60-day payables period
(4 points)
Answer 
(if necessary, you may use the back of the page)

27.7
a.
The payables period is zero since the company pays immediately. Sales in the year following this one are projected to be 15% greater in each quarter. Therefore, Q1 sales for the next year will be $830 (1.15) = $954.50. The payment in each period is 30 percent of next period’s sales, so:


Q1
Q2
Q3
Q4

Payment of accounts
$223.50
$271.50
$294.00
$286.35


b.
Since the payables period is 90 days, the payment in each period is 30 percent of the current period sales, so:


Q1
Q2
Q3
Q4

Payment of accounts
$249.00
$223.50
$271.50
$294.00


c.
Since the payables period is 60 days, the payment in each period is 2/3 of last quarter’s orders, plus 1/3 of this quarter’s orders, or:



Quarterly payments = 2/3(.30) times current sales + 1/3(.30) next period sales.


Q1
Q2
Q3
Q4

Payment of accounts
$240.50
$239.50
$279.00
$291.45

Problem 4
  Basic Capital Structure



(10 points)
Alpha Corp. and Beta Corp. are identical in every way except their capital structures. Alpha Corporation, an all- equity firm, has 10,000 shares of stock outstanding, currently worth $ 20 per share. Beta Corporation uses leverage in its capital structure. The market value of Beta’s debt is $ 50,000, and its cost of debt is 12 percent. Each firm is expected to have earnings before interest of $ 55,000 in perpetuity. Neither firm pays taxes. Assume that every investor can borrow at 12 percent per year. 

A)
 What is the value of Alpha Corporation?  What is the value of Beta Corporation? What is the market value of Beta Corporation’s equity? (3 points)

B)
How much will it cost to purchase 20 percent of each firm’s equity? (2 points)

C)
Assuming each firm meets its earnings estimates, what will be the dollar return to each position in (B) over the next year?
(2 points)

D)
Construct an investment strategy in which an investor purchases 20 percent of Alpha’s equity and replicates both the cost and dollar return of purchasing 20 percent of Beta’s equity. 
(3 points)

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

a.
Since Alpha Corporation is an all-equity firm, its value is equal to the market value of its outstanding shares. Alpha has 10,000 shares of common stock outstanding, worth $20 per share, so the value of Alpha Corporation is:



VAlpha = 10,000($20) = $200,000

b.
Modigliani-Miller Proposition I states that in the absence of taxes, the value of a levered firm equals the value of an otherwise identical unlevered firm. Since Beta Corporation is identical to Alpha Corporation in every way except its capital structure and neither firm pays taxes, the value of the two firms should be equal. So, the value of Beta Corporation is $200,000 as well. 


c.
The value of a levered firm equals the market value of its debt plus the market value of its equity. So, the value of Beta’s equity is:



VL = B + S



$200,000 = $50,000 + S



S = $150,000 

d.
The investor would need to invest 20 percent of the total market value of Alpha’s equity, which is: 



Amount to invest in Alpha = 0.20($200,000) = $40,000



Beta has less equity outstanding, so to purchase 20 percent of Beta’s equity, the investor would need:



Amount to invest in Beta = 0.20($150,000) = $30,000


e.
Alpha has no interest payments, so the dollar return to an investor who owns 20 percent of the company’s equity would be:



Dollar return on Alpha investment = 0.20($55,000) = $11,000



Beta Corporation has an interest payment due on its debt in the amount of:



Interest on Beta’s debt = 0.12($50,000) = $6,000



So, the investor who owns 20 percent of the company would receive 20 percent of EBIT minus the interest expense, or:



Dollar return on Beta investment = 0.20($55,000 – 6,000) = $9,800


f.
From part d, we know the initial cost of purchasing 20 percent of Alpha Corporation’s equity is $40,000, but the cost to an investor of purchasing 20 percent of Beta Corporation’s equity is only $30,000. In order to purchase $40,000 worth of Alpha’s equity using only $30,000 of his own money, the investor must borrow $10,000 to cover the difference. The investor will receive the same dollar return from the Alpha investment, but will pay interest on the amount borrowed, so the net dollar return to the investment is:



Net dollar return = $11,000 – 0.12($10,000) = $9,800



Notice that this amount exactly matches the dollar return to an investor who purchases 20 percent of Beta’s equity.
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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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