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CORPORATE FINANCIAL ECONOMICS (ECON 4052)
MIDTERM EXAMINATION #2
This exam has 3 sections of 5 questions each. Only 4 best answers out of 5 are graded in each section!
PART I: Multiple Choice (4 questions X 5% each = 20%)

1. When comparing two projects with different lives, why do you compute an annuity with an equivalent present value (PV) to the net present value (NPV)?

A) so that you can see which project has the greatest net present value (NPV)
B) so that the projects can be compared on their cost or value created per year
C) to reduce the danger that changes in the estimate of the discount rate will lead to choosing the project with a shorter time frame
D) to ensure that cash flows from the project with a longer life that occur after the project with the shorter life has ended are considered
E) to avoid complications arising from alternating cash inflows and outflows


2. Which of the following best describes why the predicted incremental earnings arising from a given decision are not sufficient in and of themselves to determine whether that decision is worthwhile?

A) They do not tell how the decision affects the firm's reported profits from an accounting perspective.
B) They are not easily predicted from historical financial statements of a firm and its competitors.
C) These earnings are not actual cash flows.
D) They do not show how the firm's earnings are expected to change as the result of a particular decision.
E) They do not tell us how profits change from an accounting perspective.


3. The risk premium of a security is determined by its ____?____ risk and does not depend on its ___?_____ risk.

A) systematic, undiversifiable
B) systematic, unsystematic
C) diversifiable, diversifiable
D) diversifiable, unsystematic
E) unsystematic, diversifiable



4. Companies that sell household products and food have very little relation to the state of the economy because such basic needs do not go away. These stocks tend to have ____?____ betas.

A) high
B) low
C) negative
D) zero
E) very high


5. The fact that the after-tax cost of debt is lower than the pretax cost of debt implicitly assumes that interest expense can be

A) deducted.
B) margined.
C) refinanced.
D) salvaged.
E) ignored.


PART II: TRUE/FALSE (4 questions X 5% each = 20%)
6. Net present value (NPV) is usefully supplemented by internal rate of return (IRR), since IRR gives a good indication of the sensitivity of any decision made to changes in the discount rate.


7. The capital cost allowance (CCA) is only used for financial reporting purposes, and usually not for tax purposes.


8. Historical evidence on the returns of large portfolios of stock and bonds shows that investments with higher volatility have rewarded investors with higher returns.


9. The Capital Asset Pricing Model (CAPM) says that the excess return on a stock is equal to its beta times the market risk premium.

10. When we use the WACC to assess a project, we assume that the firm's debt to equity ratio does not change.


PART III: Calculations (4 questions X 15% each = 60%)
11. Two mutually exclusive investment opportunities require an initial investment of $5 million. Investment A then generates $1.5 million per year in perpetuity, while investment B pays $1 million in the first year, with cash flows increasing by 3% per year after that. At what cost of capital would an investor regard both opportunities as being equivalent?








12. 
	
	Year 0
	Year 1
	Year 2
	Year 3

	Revenues
	
	800,000
	800,000
	800,000

	Costs of Goods Sold
	
	-320,000
	-320,000
	-320,000

	Gross Profit
	
	480,000
	480,000
	480,000

	Selling, General and Admin
	
	-105,000
	-105,000
	-105,000

	Capital Cost Allowance
	
	-150,000
	-225,000
	-112,500

	EBIT
	
	225,000
	150,000
	262,500

	Income tax (35%)
	
	-78,750
	-52,500
	-91,875

	Incremental Earnings
	
	146,250
	97,500
	170,625

	
	
	
	
	

	Capital Purchases
	-600,000
	
	
	

	Changes to NWC
	
	-12,000
	-12,000
	-12,000



Cromwell Industries is considering a new project which will have costs, revenues, etc. as shown by the data above. If the cost of capital is 8.5%, what is the net present value (NPV) of this project?












13. Consider the following price and dividend data for Ford Motor Company:

	Date
	Price ($)
	Dividend ($)

	December 31, 2014
	$14.64
	

	January 26, 2015
	$13.35
	$0.10

	April 28, 2015
	$9.14
	$0.10

	July 29, 2015
	$10.74
	$0.10

	October 28, 2015
	$8.02
	$0.10

	December 30, 2015
	$7.72
	



Assume that you purchased Ford Motor Company stock at the closing price on December 31, 2014 and sold it at the closing price on December 30, 2015. Your realized annual return is for the year 2015 is?







14. Consider the following expected returns, volatilities, and correlations:

	Stock
	Expected Return
	Standard Deviation
	Correlation with Duke Energy
	Correlation with Microsoft
	Correlation with Wal-Mart

	Duke Energy
	14%
	6%
	1.0
	-1.0
	0.0

	Microsoft
	44%
	24%
	-1.0
	1.0
	0.7

	Wal-Mart
	23%
	14%
	0.0
	0.7
	1.0



What is the expected return of a portfolio that consists of a long position of $10,000 in Wal-Mart and a short position of $2000 in Microsoft? What is the volatility of that portfolio?




























15. Bombardier Inc has common stock trading at a price of $15, and a market capitalization of $8 billion. The firm also has preferred stock worth a total of $2 billion, currently trading at $23 per share and paying a dividend of $2.75 per share. The firm's beta is 0.93, the risk-free rate is 3.2%, and the market risk premium is 7%. The firm has $12 billion of debt with a yield to maturity of 5%. If the firm's tax rate is 20%, what is Bombardier's WACC?




ANSWERS:
1. B
2. C
3. B
4. B
5. A
6. T
7. F
8. T
9. T
10. T
11. -5 + 1.5 / r = -5 + 1 / (r - 0.03); r = 9%

12. CF0 = -600,000
CF1 = 146,250 + 150,000 + 12,000 = 308,250;
CF2 = 97,500 + 225,000 + 12,000 = 334,500;
CF3 = 170,625 + 112,500 + 12,000 = 295,125;
calculate NPV at 8.5% = $199,300


13. 
	Date
	Price ($)
	Dividend ($)
	Return
	(1 + return)
	

	December 31, 2014
	$14.64
	
	
	1
	1

	January 26, 2015
	$13.35
	$0.10
	-8.13%
	0.918716
	0.918716

	April 28, 2015
	$9.14
	$0.10
	-30.79%
	0.692135
	0.635875

	July 29, 2015
	$10.74
	$0.10
	18.60%
	1.185996
	0.754145

	October 28, 2015
	$8.02
	$0.10
	-24.39%
	0.756052
	0.570173

	December 30, 2015
	$7.72
	
	-3.74%
	0.962594
	0.548845

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	The Product of 
(1 + returns) - 1 =
	
	
	-0.45116




14. Expected value = (10,000 / 8000)(0.23) + (-2000 / 8000)(0.44) 
= (1.25)(0.23) + (-0.25)(0.44) = 0.1775
Var(Rp) = x12Var(R1) + x22Var(R2) + 2X1X2Corr(R1,R2)SD1SD2
= 1.252(0.14)2 + (- 0.25)2(0.24)2 + 2(1.25)(-0.25)(0.7)(0.14)(0.24)
= 0.019525

stdev = [image: ] = 0.139732


15. Cost of equity = 0.032 + 0.93 × 0.07 = 9.71%; 
cost of debt = 0.05 × (1 - 0.2) = 4%; 
cost of preferred stock = 2.75/23 = 11.96%
WACC = 8 × 0.0971 / 22 + 2 × 0.1196 /22 + 12 × 0.04 / 22 = 6.8%


8

image1.jpeg
AJ0.019525




