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ADM 3350 A
Fall 2020
CORPORATE FINANCE

ONLINE MIDTERM EXAMINATION – October 21st, 2020
Professor: Kaouthar LAJILI, PhD., CPA, CGA

Duration: 90 minutes
	
	INSTRUCTIONS
• Open books, open notes online exam 

• Answer all questions
• Submit the entire file on Brightspace
• Calculators are permitted.

• Use three decimals for all calculated results.




	Part I 
	60

	

	
Part II
	40
	

	TOTAL
	100
	


NAME:  __________________________________________

STUDENT #:  ________________________

 PART I: Multiple Choice Questions 
(60 points, each question worth 2 points)
Please bold or write the correct answer
 


1. The carrying value of its account receivable is $700,000 and the average collection period is 45 days. The firm's credit sales per day are: 
A. $15,555.56.
B. $23,333.33.
C. $4,666,666.67.
D. $700,000.00.

 
2. Lengthening the credit period _____ the price paid by the customer. Generally, this acts to _____ sales. 
A. increases; increase
B. increases; decrease
C. decreases; decrease
D. decreases; increase
E. increases; have no effect on

 

3. The credit decision usually includes riskier customers. The credit decision should adjust for this by: 
A. determining the probability that customers will pay, reducing the expected cash flow.
B. discounting the net cash flows at a higher discount rate.
C. discounting the cash inflow at a higher discount rate.
D. delaying collections on these customers.
E. speeding up deliveries to riskier customers.

 
 
4. Which of the following is not one of the "five Cs of Credit" for credit scoring? 
A. Capability
B. Capacity
C. Capital
D. Character
E. Conditions

 

5. Factoring refers to: 
A. determining the aging schedule of the firm's accounts receivable.
B. the sale of a firm's accounts receivable to a financial institution.
C. the determination of the average collection period.
D. scoring a customer based on the 5 C's of credit.

 

6. 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.
 

7. The Consolidated Transfer Co. is an all-equity financed firm. The beta is.75, the market risk premium is 8% and the risk-free rate is 4%. What is the expected return of Consolidated? 
A. 10%.
B. 7%.
C. 13%.
D. 9%.
E. 8%.

 

8. Assuming the CAPM or one-factor model holds, what is the cost of equity for a firm if the firm's equity has a beta of 1.2, the risk-free rate of return is 2%, the expected return on the market is 9%, and the return to the company's debt is 7%? 
A. 10.8%.
B. 12.8%.
C. 10.4%.
D. 14.4%.

 


 
9. The cost of equity for Gruwom Corp. is 8.4%. If the return to the market is 10% and the risk-free rate is 5%, then the equity beta is: 
A. 0.48.
B. 1.25.
C. 0.68.
D. 1.68.

 

10. If the risk of an investment project is different than the firm's risk then: 
A. you must calculate the discount rate for the project based on the firm's risk.
B. you must calculate the discount rate for the project based on the project risk.
C. you must exercise risk aversion and use the market rate.
D. an average rate across prior projects is acceptable because estimates contain errors.

 

11. If the project beta, IRR co-ordinates plot above the SML the project should be: 
A. accepted because it is overvalued.
B. accepted because it is undervalued.
C. rejected because it is overvalued.
D. rejected because it is undervalued.

 

12. Phil's Carvings, Inc. wants to have a weighted average cost of capital of 9%. The firm has an after-tax cost of debt of 5% and a cost of equity of 11%. What debt-equity ratio is needed for the firm to achieve its targeted weighted average cost of capital? 
A. 0.33
B. 0.40
C. 0.50
D. 0.60
E. 0.67


13.  The effect of financial leverage depends on the operating earnings of the company. Which if the following is not true? 
A. Below the indifference or break-even point in EBIT the non-levered structure is superior.
B. Financial leverage increases the slope of the EPS line.
C. Above the indifference or break-even point the increase in EPS for all equity plans is less than debt-equity plans.
D. Above the indifference or break-even point the increase in EPS for all equity plans is greater than debt-equity plans.
E. The rate of return on operating assets is unaffected by leverage.

 


 
14. In the absence of taxes, the capital structure chosen by a firm doesn't really matter because of: 
A. taxes.
B. the interest tax shield.
C. the relationship between dividends and earnings per share.
D. the effects of leverage on the cost of equity.
E. homemade leverage.

 


15. The use of personal borrowing to change the overall amount of financial leverage to which an individual is exposed is called: 
A. homemade leverage.
B. dividend recapture.
C. the weighted average cost of capital.
D. private debt placement.
16. In an EPS-EBIT 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.
 17. Thompson & Thomson is an all equity firm that has 500,000 shares of stock outstanding. The company is in the process of borrowing $8 million at 9% interest to repurchase 200,000 shares of the outstanding stock. What is the value of this firm if you ignore taxes? 
A. $20.0 million.
B. $20.8 million.
C. $21.0 million.
D. $21.2 million.
E. $21.3 million
 

18. You own 25% of Unique Vacations, Inc. You have decided to retire and want to sell your shares in this closely held, all equity firm. The other shareholders have agreed to have the firm borrow $1.5 million to purchase your 1,000 shares of stock. What is the total value of this firm today if you ignore taxes? 
A. $4.8 million.
B. $5.1 million.
C. $5.4 million.
D. $5.7 million.
E. $6.0 million.

19. A firm has debt of $5,000, equity of $16,000, a leveraged value of $8,900, a cost of debt of 8%, a cost of equity of 12%, and a tax rate of 34%. What is the firm's weighted average cost of capital? 
A. 7.29%.
B. 7.94%.
C. 8.87%.
D. 10.40%.
E. 11.05%.

 

20.  The difference between a market value balance sheet and a book value balance sheet is that a market value balance sheet: 
A. places assets on the right hand side.
B. places liabilities on the left-hand side.
C. does not equate the right hand with the left-hand side.
D. lists items in terms of market values, not historical costs.
E. uses the market rate of return.
 

21. MM Proposition I with taxes supports the theory that: 
A. there is a positive linear relationship between the amount of debt in a levered firm and its value.
B. the value of a firm is inversely related to the amount of leverage used by the firm.
C. the value of an unlevered firm is equal to the value of a levered firm plus the value of the interest tax shield.
D. a firm's cost of capital is the same regardless of the mix of debt and equity used by the firm.
E. a firm's weighted average cost of capital increases as the debt-equity ratio of the firm rises.

 

22. MM 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.

 
 
23. The reason that MM Proposition I does not hold in the presence of corporate taxation is because: 
A. levered firms pay less taxes compared with identical unlevered firms.
B. bondholders require higher rates of return compared with stockholders.
C. earnings per share are no longer relevant with taxes.
D. dividends are no longer relevant with taxes.

 

24. The change in firm value due to infusion of debt in the presence of corporate taxes is: 
A. positive as equity holders face a lower effective tax rate.
B. positive as equity holders gain the tax shield on the debt interest.
C. negative because of the increased risk of default and fewer shares outstanding.
D. negative because of a reduction of equity outstanding.

25. A firm has a debt-to-equity ratio of 1. Its cost of equity is 16%, and its cost of debt is 8%. If the corporate tax rate is.25, what would its cost of equity be if the debt-to-equity ratio were 0? 
A. 11.11%.
B. 12.57%.
C. 13.33%.
D. 16.00%.
26. Which one of the following will decrease the operating cycle? 
A. Paying accounts payable faster.
B. Discontinuing the discount given for early payment of an accounts receivable.
C. Decreasing the inventory turnover rate.
D. Collecting accounts receivable faster.
E. Increasing the accounts payable turnover rate.
27. The two kinds of shortage costs are: 
A. commitment costs and costs related to safety reserves.
B. commitment costs and costs related to supply factors.
C. commitment costs and order costs.
D. order costs and costs related to safety reserves.
E. order costs and costs related to supply factors
28. In an "ideal" economy: 
A. cash is zero.
B. long-term debt is zero.
C. net working capital could be zero.
D. short-term debt is zero.
29.  The minimum total cost of holding current assets occurs at the: 
A. intersection of the carrying costs and shortage costs curves.
B. intersection of the marginal cost and average variable costs curves.
C. minimum for both the carrying costs and shortage costs curve.
D. minimum of the average variable cost curve.
30.  The Impromptu Party Company has estimated all their cash inflows and outflows for the coming quarter. The quarterly income statement indicates a strong profit but the cash budget indicates a problem with operations giving a shortfall in the cash balance. Why might there be a problem and how might it be solved? 
A. cash inflows are too large and they will need to invest in marketable securities.
B. cash inflows and outflows are not synchronized with outflows occurring before the inflows. They should arrange a line of credit with the bank.
C. quarterly taxes are making the company unprofitable and siphoning of all the cash. They need to charge more expenses to reduce taxes.
D. the company has too many loans outstanding requiring several different payments. They should a new long-term loan and consolidate all the others.
PART II   Problem 


(Total 40 points)
Ch. 16: 






Capital Structure

	

	ABC Co. and XYZ Co. are identical firms in all respects except for their capital structure. ABC is all equity financed with $750,000 in stock. XYZ uses both stock and perpetual debt; its stock is worth $375,000 and the interest rate on its debt is 10 percent. Both firms expect EBIT to be $73,000. Ignore taxes.  

 

A.
Kathy owns $56,250 worth of XYZ’s stock. What rate of return is she expecting? (10 points)

 

 

B.
Calculate the cash flows and rate of return by investing in ABC and using homemade leverage, how Kathy could generate exactly the same returns. (10 points)
C.
What is the cost of equity for ABC? What is it for XYZ? (10 points)

D.  What is the WACC for ABC? For XYZ? What do you conclude? (10 points)

Answer here in the space below:
 



	 


PERSONAL ETHICS STATEMENT

Individual Assignment:

By this Statement, I am attesting to the fact that I have reviewed the entirety of my attached work and that I have applied all the appropriate rules of quotation and referencing in use at the Telfer School of Management at the University of Ottawa, as well as adhered to the fraud policies outlined in the Academic Regulations in the University’s Undergraduate Studies Calendar Academic Fraud Webpage.
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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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