YOUR NAME '@ /L/ EXAM 2 FINC 4531 FALL 2007

YOU HAVE 75 MINUTES TO COMPLETE BOTH 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 bart 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) If 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. The legal contract underlying the loan is called a bond indenture.
(e Trye ) b. False

2. Common stock represents the residual ownership interest in a firm thus common stockholders get whatever is left
over in the eventgf a bankruptcy.

b. False

3. Claims of preferred stock holders are junior to claims of debt holders, but senior to those of common stock holders.

Preferred steck-hag a par value and a dividend rate.
w b. False

4. The required return on a project is determined by:
a. the riskless return, the project beta and the company’s debt.

b. the prefact beta, the company’s equity and the return on the market portfolio.
@C}:e riskless return, the project beta, and the return on the market portfolio.

d. the ess return, the market return, and the company’s equity.
e. None of the above.

5. Which of the following statements is false?
a. Operating leverage is usually measured above the EBIT line on the income statement,

inancial leverage is less controllable than operating leverage.
¢. Value increases when the risk of a project decreases.
d. Financial leverage can be attributable to the presence of fixed costs.
e. Afirm’s WACC is the required return on an average risk project.

6. A company has a capital structure which consists of 50 percent debt and 50 percent equity. Which of the following

statemepf¥ig most correct?
# e cost of equity financing is greater than or equal to the cost of debt financing.
b. The MIACC exceeds the cost of equity financing.

¢. The WACC is calculated on a before-tax basis.
d. The WACC represents the cost of capital based on historical averages. In that sense, it does not represent the

marginal cost of capital.
e. As a firm increases its weight of debt (i.e. becomes more levered), we generally expect the beta of the firm to

decrease.

7. Briefly list the major conclusions of the perfect capital markets theory of capital structure? y D(/ 7L.
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8. Historically which of the following BEST describes the correct order of returns (lowest to highest)? Assume the

corporate bonds, preferred stock and commeon stock is for a single (the same) company.
a. T-bills, T-bonds, Corporate Bonds, Common Stocks, Preferred Stocks

b. T-bonds, Corporate bonds, T-bills, Common Stocks, Preferred Stocks

c. Preferred Stocks, T-bills, T-bonds, Corporate bonds, Common Stocks
/ d. Common Stocks, Preferred Stocks, Corporate Bonds, T-bills, T-bonds
-bi]ls, T-bonds, Corporate bonds, Preferred Stocks, Common Stocks

9. If two bonds have similar terms (coupon, maturity, etc) except the rating differ, the bond with the higher rating will

have the higher yield to maturity.
a. True @

10. (4 points) Match the term with the date:

Record Date a. February 28, 2007

Payment Date b. March 15, 2007

Ex-Dividend Date Zg ¢. April 1, 2007
Declaration Date f! d. March 18, 2007

11. What are the three components/decisions in creating the dividend policy for a firm?
¢
o Pa yool vofig
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12. In the pecking order view of capital structure, hybrid securities with large proportions of equity are preferred to

hybrid securities with low proportions of equi
a. True @

13. Which combination of asset types is likely to result in highesiba kruptcy costs?
a. specialized and tangible. ﬂ Decialized and intangible
c. tangible and less specialized d. intangible and less specialized.

14. What is the optimal capigal structure? Why?
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15. What is the optimal divid olicy? Why?
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FINC 4531 Take Home Fall 2007. Your Name
Each question is all or none on grading. To receive credit you must show each percent answer to 2 decimal places (e.g., 12.24%) and

each price answer to the nearest $.01(e.g., $5.16).

1. 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:

Assets = $407 Liahilities = $o

Equity = $407

The firm had $46.00 in EBIT last year, and has just paid its annual dividend. The firm has 80 shares outstanding. The firm expects these same returns for
the foreseeable future. The firm is a zero growth firm that pays out all excess earnings as a once per year end of year dividend. Any time the firm changes its
capital structure, it changes only the debt/equity mix and does not change its total physical assets. The firm'’s liabilities consists entirely of perpetual debt
with annual interest payments. The firm’s debt ig risk-less, selling at par, and has a 5% current yield. If the firm were to change its capital structure, new
debt would still have a 5% yield. The expected return on the market portfolio is 10%. Given this information, answer the following questions:

a. (1 point) What is the firm’s return (z? ez%’() - / /' 5&% %

b. (1 point} What is the firm’s current wefghted avérage cost of capital. / /‘ 30 7 ﬂ

¢. (1 point) What is the current price per share?L /OV?O :gf 0 87( ‘ ) B 5
d. int) What is the b f the firm? ’ = — St
(1 point) What is the beta of the firm //30%{\7‘_(/0\?)5 ,_‘_76 ,/‘ZQ Vé

e. (1 point) What is the firm'’s dividends per share? , . .

N W
Now assume that the above firm issues $250 in debt 4nd uses the funds to repurchase equity. This change in capital structure reveals no
new information about future firm prospects.

f. (1 point) What is the beta of the firm’s levered equityi / 3 3 - g-‘ 7" (/ 0 '3,) ‘/‘5 = 5’ Z é Q
:

g. (1 point) What is the overall firm’s new return on levered equit‘)é‘.i}p, @) 4 L% @/5 ) ;7 Z 1z2< ) 5 37 }3 ~ 2 ,/’,j
. . , . l/ / ! g 0= - i,:’/ o7 o ) -

h. (1 point) What is the firm’s new Weighted Average Cost of Capital? <, A 7L7 )

1 307 oL

1. (1 point) Now assume that you are at the end of 10 years, just before paying the annual dividend and interest, what is the eﬁéqted

stockpnce?370gx(/+2/’g§z :ﬂié//‘? o gd—%‘},}t/ :30&36707 %S"ﬂ = é,/?éég otk

J. (1 points) Now assume that you are at the end of 10 years, just before paying the annual dividend and intérest. write out (with labels)

theﬁrm’sexpectedbalanceshz:;?g #gfg%: /az‘g"f//)f/c)"]“’é)’a _LZ;IS’ [i}/yép‘#Z&(jL 7[ K/7i/?@§h‘g?&\(//

e’ e
2. Now consider a DIFFERENT COMPANY in a world that of perfect capital markets, with one change, CORPORATE TAXES DO EXIST. Thisc\ZIMas n‘(
personal taxes, all investors have homogeneous expectations, no bankruptcy 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 = § 301 Liabilities = $150
Equity = $151
The firm had $37 in EBIT last year, and has just paid its annual dividend. The firm has 20 shares outstanding. The firm expects the same return/profits for
the foreseeable future. The firm is a zero growth firm that pays out all excess earnings as a once per year end of year dividend. 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, has annual payments and has a 7% pre-tax yield. If the firm were to change its capital structure, new debt would still have
a 7% pre-tax yleld. The firm’s tax rate is 35%. The return on the market portfolio is 14%. Given this | formatio>answer the following questions:

a. (1 point) What is the value of the firm’s perpetual d/e?t,gy)i;el%% - g 2’ S’ | / ZZZ/} / o Vi
b. (1 point) What is the current weighted average cost of capital (WACC)? / 3“0 (‘] % ‘}-» (L2 | g, / 7
h O} > 2 i S

c. (1 point) What is the firm’s dividends per share? . }- [ /, 70 e
0278750 < $,96125 227+ mzoq 9 1205

Now assume the firm redeems $150 in débt and issues $150 in equity.

d (1ooi . — % 9 525
. {1 point) What is the firm’s We g%tgd Average Cost of Capital? =~ /i / 7, 2

e. %poi?t) What is the firpy’ unle % equity beta? g ‘%‘ \ 05// 2465 = ?/é?é/ Z
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g. (1 points) Now assufne that you aré at'the begmning of 11 yeard, jisf after paying the annual dividend and interest, write out with

labels the firm’s balance sheet? , . . —
b2 8= 0 DéE + 2985 g, Ly

h. (1 point) Now assume that 32? are at the beginning of 11 years, just after paying the annual dividend, what is the expected stock price?

an >
Now agiﬁme the firm can charlge its capital structure to be any combination of debt and equity, but that the level of fixed assets cannot
be changed. i. (1 point) Write out the balance sheet that corresponds with the maximum firm value?
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YOU HAVE 75 MINUTES TO COMPLETE BOTH PARTS OF THIS EXAM
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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 ts target capital structure.
Its bonds have an 8.5 percent coupon, paid semiannually, a current maturity of g years, and sell for $1051.30. Rolling's
beta is 1.3, the risk-free rate is 4.5 %, and the market risk premium is 6.8 %. Rolling is a constant growth firm, which just
paid a dividend of $1.80, sells for $25.00 per share, and has a growth rate of 5 %. The firm’s tax rate is 40%.

The firm’s book value balance sheet is as follows: y
Asset  $25,800 Long Term Debt $31,000 32 S 30 ' 3 O
Equity ($1.00 par) $1,700

Retained Earnings -$6,900 U/‘Zgra O

a. What is the firm’s leverage ratio? d
%@ 0 ( ’ g (//

"Y i ing's bonds?
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c. What is Rolling' ct:)ostlof retained earnPi:’gf‘ug; (the Discolrfell Ca OQ/ Constant Growth approach?

10(1) o %D =12.56%

d. What is Rolling' cogt\gvretained earnings using the Capital Asset Pricing Model approach?

9 F/2x0g= /3,39%

e. Using your DCF estimate of the cost of ret(d earnings, what is Rolling' WACC?

(Y2077 §-8)+ S66) sg\= 29 2)/ = 913

2. (8 points) In 2007, the Lissa Company paid dividen on after-tax income (cash flow) of
$25,000,000. Capital budget projects totaled $15,000,000 in 2007. 2007 was a normal year for earnings, dividends,
and capital budgets. For the past 12 years, earnings have grown at a constant rate of 8%, However, in 2008, earnings are
expected to fall to $20,000,000 and the firm expects to have profitable investment opportunities will grow to
18,000,000. It is predicted that Lissa will not maintain the 2008 level of earnings growth, and the company will return
to the 2007 earnings (25,000,000) and growth rate (8%) in 2009. Lissa’s target market value leverage ratio is 50% and
itis at the target,

a. Calculate Lissa's total dividends for 2008 if its dividend payment is set to force dividends to grow at the long-run
growth rate in earnings.

| 0002 K (A@ = J080 00
b. Calculate Lissa's total dividends for 2008 if it continues its 20(27 dividend payout ratio.
0. -
20X = C 000, 000
¢. Calculate Lissa's total dividends for 2008 if it uses a pure residual dividend.

2900,005 — ( 1500 90050 ) = 1) 006,000

d. Choosing only among a, b, and ¢, What is Lissa’izptimal dividend policy? Why?
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3. (3 points) Assume that BIM is selling for $180 per share. BIM implements an 8% stock dividend, and no other change
in the value of the firm occurs. What is the value of one share after the stock dividend?

curt bl £ )

4. (4 points) Find the fair value of a bond with a remaining life of 12
annually. Assume that the required rate of return on the bond is 6% per year.

Eu= ? ..q% =YK pu“!2§%3
5. (4 poi tsM'h/e jucsv;(?id per-share annua mngi/on a ¢ommon stock just is $3.000. Stock holders require a 12% rate

Nz sz =) J=b%2:=2
of return. Find the fair value of the stock for the cases where dividends grow at 25% for 4 years, and t
forever. ' ‘ ] l )?_____} . //
298 46T <50 73?/76%‘5’
n

6. (Point values are as listed) Use the ollowing information for the next several questions. Consider a world d&f perfae
capital markets. This world has no corporate or personal taxes, all investors have homogeneous expectations,§o
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:

Assets = $335 Liabilities = $91
Equity = $244

The firm had $31.95 in EBIT last year. The firm has 50 shares outstanding. The firm expects this same return for the L
foreseeable future. The firm is a zero growth firm, which pays out all excess earnings as dividends. Any time the firm )// JZV
changes its capital structure, it changes only the debt/equity mix and does not change its total assets. The firm’s
liabilities consist entirely of perpetual debt. The firm’s debt is risk-less, perpetual, selling at par, and has a 4.5% yield. If
the firm were to change its capital structure, new debt would still have a 4.5% yield. The expected return on the market
is 10%. Given this information, answer the following questions:

a. (2 points) What is the firm’s return on equity? ),
273?/2(((/ =/ /1 92%
b. (2 points) What is the firm’s curréht weighted average cost of capital. y%
3195350 DS
¢. (2 points) What is the current price per share? j{/
294/ = 158

d. (2 points) What is the beta of the firm's Ivere equity?
192> 95 +E o9y > R=2b

Now assume that the above firm issues enough equity to repurchase all of the firm’s debt. This change in capital
e. (2 points) What is the overallﬁrm’s new return on equity?

structure reveals no new information about future firm prospects.
ythes 3/9¢

f. (2 points) What is the firm’s new unlevered equity beta? / D
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=92
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