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CORPORATE FINANCIAL ECONOMICS (ECON 4052)
MIDTERM EXAMINATION #1
This exam has 3 sections of 5 questions each. Choose 4 out of 5 and skip 1 in each section!
PART I: Multiple Choice (choose 4 questions X 5% each = 20%)
1. Which of the following best describes why the Valuation Principle is a key concept in making financial decisions?

A) It shows how to assign monetary value to intangibles such as good health and well-being.
B) It allows fixed assets and liquid assets to be valued correctly.
C) It gives a good indication of the net worth of a person, item, or company and can be used to estimate any changes in that net worth.
D) It shows how to make the costs and benefits of a decision comparable so that we can weigh them properly.
E) It allows us to produce accurate financial statements.

2. What is the bid-ask spread?

A) the difference between the lowest price being quoted to sell a stock and the highest price being quoted to buy that stock
B) all of the costs and fees that a stock exchange charges in order to process a transaction
C) the rise or fall in the value of a stock between the time it is acquired by an investor and sold by that 
investor
D) the difference in the selling price of a stock between different exchanges
E) the change in the price of a stock from the market's open to the market's close

3. What is a firm's gross profit?

A) the difference between the sales and other income generated by the firm, and all costs, taxes, and expenses incurred by the firm in a given period
B) the difference between sales revenues and the costs associated with those sales
C) the difference between sales revenues and cash expenditures associated with those sales
D) earnings before interest and taxes are deducted
E) earnings after interest is deducted but before taxes are deducted

4. Which of the following statements regarding the Law of One Price is most accurate?

A) At any point in time, the price of two equivalent goods trading in different competitive markets is expected to be different.
B) One consequence of the Law of One Price is that when evaluating costs and benefits to compute a net present value (NPV), we must check the price in all possible markets.
C) If equivalent goods or securities trade simultaneously in different competitive markets, then they will trade for the same price in both markets.
D) An important property of the Law of One Price is that it holds even in markets where arbitrage is not possible.
E) Different goods trading simultaneously in the same competitive market will trade for different prices.

5. When the costs of an investment come before that investment's benefits, what will be the the effect of a rise in interest rates on the attractiveness of that investment to potential investors?

A) It will make it more attractive, since it will increase the investment's net present value (NPV).
B) It will make it more attractive, since it will decrease the investment's net present value (NPV).
C) It will make it less attractive, since it will increase the investment's net present value (NPV).
D) It will make it less attractive, since it will decrease the investment's net present value (NPV).
E) It will be unchanged, since NPV calculations ignore changes in interest rates to more accurately compare the NPVs of projects beginning at different times.

PART II: TRUE/FALSE (choose 4 questions X 5% each = 20%)
6. True or False? Cash flows from an annuity occur every year in the future.

7. True or False? The opportunity cost of capital is the best available expected return offered in the market on an investment of comparable risk and term to the cash flow being discounted.

8. True or False? The credit spread of a bond shrinks if it is perceived that the probability of the issuer defaulting increases.

9. True or False? Prior to its maturity date, the price of a zero-coupon bond is its face value.

10. True or False? Several methods should be used to provide an estimate of a stock's value since no single method provides a definitive value.



PART III: Calculations (choose 4 questions X 15% each = 60%)
11. A firm has ROE of 15% and a net profit margin of 4.5%. If the firm has 6.5 dollars in assets per dollar of equity, what is the firm's asset turnover ratio?






12. You have been offered the following investment opportunity: if you pay $2500 today, you will receive $1000 at the end of each of the next three years. Assuming that you could otherwise earn 10% per year on your money, what is the net present value (NPV) for this opportunity?







13. Suppose that a young couple has just had their first baby and they wish to ensure that enough money will be available to pay for their child's college education. Currently, college tuition, books, fees, and other costs average $12,500 per year. On average, tuition and other costs have historically increased at a rate of 4% per year. Assuming that college costs continue to increase an average of 4% per year and that all her college savings are invested in an account paying 7% interest, what is the amount of money she will need to have available at age 18 to pay for all four years of her undergraduate education?







14. What is the yield to maturity of a ten-year, $1000 bond with a 5.2% coupon rate and semi-annual coupons if this bond is currently trading for a price of $884?







15. Sinclair Pharmaceuticals, a small drug company, develops a vaccine that will protect against Helicobacter pylori, a bacteria that is the cause of a number of diseases of the stomach. It is expected that Sinclair Pharmaceuticals will experience extremely high growth over the next three years and will reinvest all of its earnings in expanding the company over this time. Earnings were $1.20 per share before the development of the vaccine and are expected to grow by 40% per year for the next three years. After this time, it is expected growth will drop to 5% and stay there for the expected future. Four years from now Sinclair will pay dividends that are 75% of its earnings. If its equity cost of capital is 10%, what is the value of a share of Sinclair Pharmaceuticals today?



ANSWERS:
1. D
2. A
3. B
4. C
5. D
6. F
7. T
8. F
9. F
10. T
11. ROE = net profit margin × asset turnover × equity multiplier
Asset turnover = 15/(4.5 × 6.5) = 0.5

12. NPV = -2500 + 1000 / (1.10)1 + 1000 / (1.10)2 + 1000 / (1.10)3 = -13.15, which is approximately -$13.

13. This is a two-step problem.
Step 1: Determine the cost of the first year of college.

FV = PV(1 + i)N = $12,500(1.04)18 = $25,322.71

Step 2: Figure out the value for four years of college.

PV of a growing annuity due = C × [image: ] [image: ] (1 + r) 

= $25,322.71 × [image: ][image: ](1 + 0.07) = $97,110.01

14. Using FV = $1000, periods to maturity = 20, PMT = 26, and PV = $884, calculate discount rate = 3.4095% per period; 3.4095 × 2 = 6.82%.

15. E3 = $3.29 D3 =2.470
E4 = $3.4574; D4 = $2.5931; D5 = 2.5931; P4 = 2.5931 / (0.10 - 0.05) = 49.392;
P0 = (49.392 + 2.470) / (1.10)^3 = $38.96
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