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Question 1 (15 Marks)

Circle the correct answer for each of the following questions.

A.	The equity risk derived from a firm's capital structure policy is called _____ risk.
 
(a) market
(b) systematic
(c) extrinsic
(d) business
(e) financial

B.	From a tax-paying investor's point of view, a stock repurchase: 

(a) is equivalent to a cash dividend.
(b) is more desirable than a cash dividend.
(c) has the same tax effects as a cash dividend.
(d) is more highly taxed than a cash dividend.
(e) creates a tax liability even if investors do not sell any of the shares they own.

C.	The optimal capital structure has been achieved when the:

(a) debt-equity ratio is equal to 1.
(b) weight of equity is equal to the weight of debt.
(c) cost of equity is maximized given a pre-tax cost of debt.
(d) debt-equity ratio is such that the cost of debt exceeds the cost of equity.
(e) debt-equity ratio selected results in the lowest possible weighed average cost of capital.

D.	The legal proceeding for liquidating or reorganizing a firm operating in default is called a:

(a) tender offer.
(b) bankruptcy.
(c) merger.
(d) takeover.
(e) proxy fight.

E.	Which one of the following statements concerning cash dividends is correct? 

(a) The chief financial officer of a corporation determines whether or not a dividend will be paid.
(b) A dividend is not a liability of a firm until it has been declared.
(c) If a firm has paid regular quarterly dividends in the past it is legally obligated to continue doing so.
(d) Cash dividends always reduce the common stock account balance.
(e) The dividend yield expresses the dividend amount as a percentage of the net income.

F.	M&M Proposition I with no tax argues that:

(a) leverage increases the value of a firm.
(b) the cost of equity decreases as the debt-equity ratio increases.
(c) the value of a firm is unaffected by the debt-equity ratio the firm chooses.
(d) the required return on a firm's assets is equal to the minimum weighted average cost of capital.
(e) the value of a firm varies directly with a firm's cost of capital.




G.	Which of the following is true about underwriting securities?

(a) The issuing firm, not the underwriter, bears all the risk from adverse price movements in a firm commitment sale.
(b) The method of marketing securities to the public is usually specified by the issuing firm, not the underwriter.
(c) The issuing firm, not the underwriter, will generally set the price for the offering.
(d) The spread earned by the underwriter is the difference between the price the underwriter pays for the security and the offering price of the security.
(e) It is common for a number of underwriters to form a syndicate so that the risk in marketing a security issue falls on the lead underwriter.

H.	In general, observed capital structures:

(a) tend to overweigh debt in relation to equity.
(b) are easily explained in terms of earnings volatility.
(c) are easily explained by analyzing the types of assets owned by the various firms.
(d) tend to be those which maximize the use of the firm's available tax shelters.
(e) vary significantly across industries.

I.	The cost of capital for a firm which has no debt is called the _____ cost of capital.

(a) levered
(b) unlevered
(c) direct
(d) indirect
(e) straight

J.	Which one of the following is an argument in favour of a low dividend policy? 

(a) The tax on capital gains is deferred until the gain is realized.
(b) Few, if any, positive net present value projects are available to the firm.
(c) A preponderance of stockholders have minimal taxable income.
(d) A majority of stockholders have other investment opportunities that offer higher rewards with similar risk characteristics.
(e) Corporate tax rates exceed personal tax rates.

K.	The complete termination of the firm as a going business concern is called a:

(a) merger.
(b) repurchase program.
(c) liquidation.
(d) reorganization.
(e) divestiture.

L.	M&M Proposition I with taxes is based on the concept that:

(a) the optimal capital structure is the one that is totally financed with equity.
(b) the capital structure of the firm does not matter because investors can use homemade leverage.
(c) the firm is better off with debt based on the weighted average cost of capital.
(d) the value of the firm increases as total debt increases because of the interest tax shield.
(e) the cost of equity increases as the debt-equity ratio of a firm increases.



M.	A firm is technically insolvent when:

(a) it has a negative net worth on its balance sheet.
(b) the value of the firm's assets is greater than the value of the firm's liabilities.
(c) it is unable to meet its financial obligations.
(d) it files the legal forms petitioning for bankruptcy protection.
(e) the value of its stock declines by more than 50%.

N.	A firm which employs a flexible short-term financial policy will generally have a:

(a) low ratio of current assets to sales.
(b) low amount of marketable securities.
(c) low amount of short-term debt relative to long-term debt.
(d) high amount of short-term debt.
(e) high amount of accounts payable.

O.	The interest tax shield has no value for a firm when:

I. The tax rate is equal to zero.
II. The debt-equity ratio is exactly equal to 1.
III. The firm is unlevered.
IV. A firm elects 100% equity as its capital structure. 

(a) I and III only
(b) II and IV only
(c) I, III, and IV only
(d) II, III, and IV only
(e) I, II, and IV only


























Answer the following questions in the space provided. Show all your work. No credit will be given for answers obtained using a financial calculator without the supporting formula and steps leading to the final answer.

Question 2 (20 Marks)

Firm A and Firm B are identical in every respect except Firm B has $1 million of perpetual debt with an interest rate of 6% while Firm A is unlevered. The cost of capital for Firm A is 16%. Expected EBIT for each firm is $400,000 indefinitely and all available earnings are immediately distributed to common shareholders.

For parts (a) and (b), assume all the Modigliani and Miller (M&M) assumptions are satisfied.

(a)	According to M&M Proposition I without taxes, what is the value of each firm? (3 marks)





















(b)	According to M&M Proposition II without taxes, what is the WACC for each firm? (2 marks)


















For parts (c) and (d), assume all the Modigliani and Miller (M&M) assumptions are satisfied except the corporate tax rate for both firms is 35%.

(c)	According to M&M Proposition I with taxes, what is the value of each firm? (4 marks)
























(d)	According to M&M Proposition II with taxes, what is the WACC for each firm? (6 marks)






















(e)	Assume all the Modigliani and Miller (M&M) assumptions are satisfied except the corporate tax rate for both firms is 35% and investors are subject to a 20% tax rate on debt income and 18% tax rate on equity income. What is the gain from leverage? (5 marks)



















































Question 3 (10 Marks)

Assume you currently own $1,000 of a company’s equity. The company will pay a dividend of $0.50
per share one year from now and a liquidating dividend of $20 per share two years from now. The required rate of return on this stock is 12%.

(a)	How many of this company’s shares do you currently own? Round to the nearest whole number.
(3 marks)














































(b)	If you want $100 total in dividends a year from now, how much will your homemade
dividend be two years from now? (7 marks)




















































Question 4 (15 Marks)

A company with net income of $1 million and 100,000 shares outstanding is considering an investment that costs $600,000. The investment would be financed with the issue of new shares and is expected to increase net income by $150,000. The company has total assets valued at $10 million and debt of $2 million. The company’s stock currently sells for $60 per share. Assume the company’s price-earnings ratio will remain constant.

(a)	What will the company’s expected number of shares outstanding be if it proceeds with the investment? (1 mark)












(b)	What will the company’s expected EPS be if it proceeds with the investment? (2 marks)















 (c)	What will the company’s expected market value per share be if it proceeds with the investment?
(4 marks)












 (d)	What will the company’s expected book value per share be if it proceeds with the investment?
(2 marks)
















 (e)	Briefly explain why accounting dilution will or will not take place if the company proceeds with the investment. (3 marks)

















(f)	Briefly explain why market value dilution will or will not take place if the company proceeds with the investment. (3 marks)














Question 5 (10 Marks)

Firm A and Firm B are identical in every respect except Company A has no debt while Company B has $1 million of 8% bonds outstanding. Expected EBIT for both firms is $300,000. Firm B’s debt and EBIT for both firms are expected to remain unchanged forever. The cost of equity for Firm B is 20% while the cost of equity for Firm A 15%. All earnings are immediately distributed to common shareholders. Investors can borrow at 8% per year. All the Modigliani and Miller (M&M) assumptions are satisfied.

(a)	What is the value of Firm A? (2 marks)





















(b)	What is the value of Firm B’s equity? (2 marks)

Hint: The market value without M&M.




















(c)	Use the M&M arbitrage argument to show how an investor owning 20% of Firm B’s equity could increase their wealth without changing their future expected cash flows. (6 marks)





















































Question 6 (9 Marks)

A company with 5 million shares outstanding has announced a rights offer to raise $50 million. The subscription price is set at $40 per share. The company’s stock currently sells for $45 per share.

(a)	How many rights will it take to buy one share? (3 marks)














 (b)	What is the value of a right? (2 marks)
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(c)	Assume that immediately following the ex-rights date the stock sells for $44 per share and the rights are selling for $0.75 each. Show how you could create an immediate profit. (4 marks)

















Question 7 (10 Marks)

A company has annual credit sales of $275,000 and cost of goods sold of $220,000. The company’s receivables period is 24 days and its payables period is 30 days. The company began the year with an inventory balance of $50,000 and ended the year with an inventory balance of $60,000. Assume 365 days in a year.
 
(a)	How many days are there in the company’s operating cycle? (6 marks)































(b)	How many days are there in the company’s cash cycle? (2 marks)









(c)	Briefly explain the significance of your answer to part (b)? (2 marks)



Question 8 (7 Marks)

A company with 1 million shares outstanding and a target debt-equity ratio of 1.5 follows a residual dividend policy. Earnings are expected to be $800,000 for the coming year.

(a) 	What is the maximum investment funds available without issuing new equity? (2 marks)












For parts (b) and (c), assume planned capital outlays are $500,000.

(b)	What is the expected dividend per share? (4 marks)



























 (c) 	What will the increase in borrowing be? (1 mark)
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Question 9 (4 Marks)

A company has a $20 million line of credit arrangement with a monthly interest rate of .75% on any funds actually borrowed. The bank uses compound interest on its line of credit loans. The company is required to maintain a 4% compensating balance on any funds actually borrowed. The company borrows $10 million today and will repay the full amount in one year. What will be the effective annual interest rate on this lending arrangement?
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