YOUR NAME K@ \/ EXAM 2 FINC 4531 FALL 2006

YOU HAVE 75 MINUTES TO COMPLETE BOTF{PARTS OF THIS EXAM

Instructions:

1) The part of the exam is closed book and closed notes. No scrap paper is allowed; use the back of the exam if necessary.

2) Partial points are based on readily observable evidence that you know at least part of the solution concept. The more evidence
presented (and the clearer the evidence), the better the chance for partial points. In other words, SHOW ALL WORK!

3) I you have additional time remaining, give your work one last check.

4) True/False questions are worth 2 points. Multiple-choice questions are worth 3 points. Short answer/Fill in the Blanks

questions usually take less than three sentences and are worth 4 points.

1. This class often uses the term “yield to maturity” when discussing bond valuation. For a bond trading at a discount with semi-annual
gaypon payments, the “yield to maturity” is closest to:

6 the bond’s nominal rate.
o the bond’s effective rate.
c. the bond’s current yield.
d. the bond’s coupon rate.
e. none of the above.

2. The constant dividend growth model may be used to find the price of a stock in all of the following situations except:
a. when the expected dividend growth rate is less than the discount rate.
b. when the expected dividend growth rate is negative.
. when the expected dividend growth rate is zero.
hen the expected dividend growth rate is more than the expected return.
€. the constant growth model works in all known circustances, it never fails.

3. Briefly list the major conclusions of the M&M with tax theory of capital structure? y f
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4. The firprsfifiaigial risk is largely determined by the amount of debt in its capital stnge.
A C‘w B) False

5. Historically which of the following BEST describes the correct order of returns? (lowest to highest)? Assume the corporate bonds,

ppeferred stock and common stock is for a single (the same) company.
@T—bﬂls, T-bonds, Corporate bonds, Preferred Stocks, Common Stocks
. T-bills, T-bonds, Corporate Bonds, Common Stocks, Preferred Stocks
c. T-bonds, Corporate bonds, T-bills, Common Stocks, Preferred Stocks
d. Preferred Stocks, T-bills, T-bonds, Corporate bonds, Common Stocks

e. Common Stocks, Preferred Stocks, Corporate Bonds, T-bills, T-bonds
6. List 4 ‘real-world’ factors that would affect a firm’s choice of capital structure? Dyh 7 ? Z % OL—
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ital structure? Why is this policy optimal?
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YOUR NAME EXAM 2 FIN€ 4531 FALL 2006

YOU HAVE 75 MINUTES TO COMPLETE BOTH PARTS OF THIS E, Q ( 4

Instructions:

1) The part of the exam is open book and open notes.

2) Partial points are based on readily observable evidence that you know at least part of the solution concept. The more evidence

presented (and the clearer the evidence), the better the chance for partial points. In other words, SHOW ALL WORK!
1. (10 points) Rolling Corporation is constructing its Cost of Capital schedule. The firm is at its target capital structure. Its bonds have
a 7 percent coupon, paid semiannually, a current maturity of 8 years, and sell for $1638.40. Rolling’ beta is 1.2, the risk-free rate is 4.7
%, and the market risk premium is 7.8 %. Rolling is a constant growth firm, which just paid a dividend of $1.55, sells for $25.00 per
share, and has a growth rate of 7.5 %. The firm’s tax rate is 35%.

The firm’s book value balance sheet is as follows:

Asset $6,900 Long Term Debt $21,000

Equity ($1.00 par) $12,800
Retained Earnings -$26,900

a, Whatistﬁin’s Iev%iage ratio? 2/ ?ﬂé = @' g g%

T4 - %/,_mé + 220000
b. What is Rolling’ after-tax cost of débt%?
vl U902 2w 628 (1-258)= /5 %
c. &Mn:s éguigz st of % Discounted Cash Flow approach?( )
LSS IO 4.695 = 19./7%

d. What is Rolling' cost of retained e&i Sgs using the Capital Asset Pricing Model approach? &
CAPA= vt + 4 fmr) = ¢ 51 k2 (25)= 14.06/% Lot
e. Using your DCF estimate of the cost of retained earnings, whaK Rolling' WACC?

whtc= wldl (T) + weve = (063519/S) #(Ioss{ 1)) =135 2

2. (Point values are as listed) Use the following information for the next several questions. Consider a world of perfect capital markets.
This world has no corporate or personal taxes, all investors have homogeneous expectations, no bankruptcy costs, and M&M’s no-tax

theory of capital structure is true.
Company Y is financed has the following market value balance sheet: (/3 2/2
(4

Assets = $455 Liabilities = $181 9 /6
Equity = $274 heunad / . e
The firm had $43.22 in EBIT last year. The firm has 50 shares outstanding. The firm expects this same return m/%j ;?

future. The firm is a zero growth firm, that pays out all excess earnings as dividends. Any time the firm changes its capita ure, it
changes only the debt/equity mix and does not change its total assets. The firm’s lHabilities consists entirely of perpetual debt. The O
firm’s debt is risk-Jess, selling at par, and has a 5.5% yield. If the firm were to change its capital structure, new debt would still have a -

5.5% yield. The expected return on the market portfolio is 12%. Given this information, answer the following questions: /

a. (3 points) What is the firm’s return on equity? . Y ’)/5—' 2 7
" 12147
22 "7
b. (3 points) W t2 % firm’s current weighted average cost of capital. Py, ? ~

c. (3(10' w

hat is the current price per share?

2 78

d. (3 points) What is the beta of the firm’s levered equity?

iz S5+ K1-55) 282 ) 02



Now assume that the above firm issues enough equity to repurchase all of the firm's debt. This change in capital structure reveals no
new information about future firm prospects.

e. (3 points) What is the overall firm’s new return on equity? ﬁ @ o

WAC L.,

f. (3 points) Write out the firm’s new balance sheet.?

0SS
3. (4 points) ZAL Company’s earnings and dividends ar wﬁ

to remain unchanged for the next two years. After 2 )ears \&endg O 7=
are expected to grow at a 10 percent annual rate forever. The last dividend paid was $3.00, and the required rate of return is 15 perg L

What should be the gurfent market value of ZAL stock? 0
a. $49.04 b. $54.78 ¢. $57.09 d. $60.14 e. None of the above is with' \29(3 answer. i §«l

4. (4 points) What is the current price of a firm's 12 percent, $1 r vylue preferred stock with a reqmred)ate( of 8%?
a. $120 b. $130 c. $140 e. $160 l 7 ,-f g O

5. Now consider a DIFFERENT COMPANY in a world that of perfect capital markets, with one chang ORPO TAXES DO
EXIST. This world has no personal taxes, all investors have homogeneous expectations, no bankruptey costs, and M&M’s with
corporate taxes theory of capital structure is true. Company Y is financed has the following market value balance sheet:

Assets = $ 110 Liabilities = $0
Equity = $110

The firm had $20.17 in EBIT last year. The firm has 20 shares outstanding. The firm expects the same return/profits for the
foreseeable future. The firm a is a zero growth firm, that pays out all excess earnings as dividends. Any time the firm changes its capital
structure, it changes only the debt/equity mix and does not change its physical/fixed assets. Liabilities consist only of the firm’s debt.
The debt is riskless, perpetual, selling at par, and has a 5% pre-tax yield. If the firm were to change its capital structure, new debt would
still have a 5% pre-tax yield. The firm’s tax rate is 35%. Given this information, answer the following questions:

a. (3 points) What is the current welghted average cost of ¢apital (WACC)? Zd'/ 7
7 —

g 0 =3) 7/

b. (3 points) What is the fir current d1v1dends per sh re'? OB/
/ g g —~ 7/
21
%
Now assume the firm issues $80 in debfand repurchases $80 in equity. / =y
c. (3 points) Write out the firm’s new balance sheet after all of the changes.
20,/

V[/:(AfTDt//O“f 75= /Ef /gg/L ?0 %S‘g 700
) é}nat is the firm’s Welghted Average Cost of Capital? o
( fs)W‘gh th /*?/1{ dequir § 2 '(' é %"Tﬁé ]6 / 7
e. {3 poin 15the feturn on evc(r)e %qg{w , % / Z 05/0 S./
:/»L IV - / T
Vo7 <<é

d. (3 points

%

(3 points) What is the beta of the debt?
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