Exam | Fall 2002 FINC 4532 Your Name
YOU HAVE 75 MINUTES TO COMPLETE BOTH PARTS OF THIS 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) Look over the entire exam before starting. The best strategy is generally to “cherry pick”. In

other words, solve the easiest (and/or most familiar) problems first. This will save time (and energy)
that can be expended on the more difficult problems.

3) 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!

4) If you have additional time remaining, give your work one last check.

5) True/False questions are worth 4 points. Multiple choice questions are worth 6 points.
Short answer questions usually take less than three sentences and are worth 6 points. Discussion
Questions and Problems are worth the number of points listed in the question.

1. The goal of the company is generally presumed to be:

a. Sales Maximization. b. Profit Maximization.
c. Shareholder Wealth Maximization. d. Cost Minimization.
e. Hubris Maximization.

2. What would be the priority of the claims as to the distribution of assets in a liquidation under
Chapter 7 of the Bankruptcy Act?

1) Trustees' costs to administer and operate the firm.

2) Common stockholders.

3) General, or unsecured, creditors.

4) Secured creditors who have claim to the proceeds from the sale of a specific property
pledged for a mortgage.

5) Taxes due to federal and state governments.
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3. Several years ago, a friend told you she was “going public, but feels the need to do a roadshow in
order to narrow the spread.” In non-financial terms, describe briefly what your friend was saying.

4. More recently, the same friend told you, she “needed a workout, but was going to enjoy doing a
cramdown on her former friend because he was a holdout.” In non-financial terms, describe briefly
what your friend was saying.



5. Which of the following advantages of going public simultaneously implies a
potential disadvantage of going public?

a. Alters the difficulty associated with obtaining capital.
b. Establishes a market value for the firm.

c. Changes name recognition of the company.

d. Facilitates stockholder diversification.

e. Changes liquidity of the firm's stock.

6. The two principal advantages of holding companies are (1) that the holding company can control
a great deal of assets with limited equity and (2) that the dividends received by the parent from the
subsidiary are not taxed if the parent holds at least 50 percent of the subsidiary's stock.

a. True b. False

7. Leveraged buyouts (LBOs), popularized in the 1980s, occur when a firm's managers decide to try
and gain control of their publicly owned company by buying out existing shareholders using large
amounts of borrowed money.

a. True b. False

8. Even if a firm's cash flow projections indicate that it will soon be unable to meet scheduled
interest payments on its debt, bankruptcy will not begin until the firm actually defaults on a
scheduled payment.

a. True b. False
9. Which of the following statements is most correct?

a. Our bankruptcy laws were enacted in the 1800s, revised in the 1930s, and have
remained unaltered since that time.

b. Federal bankruptcy law deals only with corporate bankruptcies. Municipal and personal
bankruptcy are governed solely by state laws.

c. All bankruptcy petitions are filed by creditors seeking to protect their claims on firms in
financial distress. Thus, all bankruptcy petitions are involuntary as viewed from the
perspective of the firm's management.

d. Chapters 11 and 7 are the most important bankruptcy chapters for financial
management purposes. If a reorganization plan cannot be worked out under Chapter
11, then the company will be liquidated as prescribed in Chapter 7 of the Act.

e. "Restructuring" a firm's debt can involve forgiving a certain portion of the debt but does
not involve changing the debt's maturity or its contractual interest rate.
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4) 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!

5) If you have additional time remaining, give your work one last check.

1. (12 points) The Wek Company, whose stock price is now $40, needs to raise $30,000,000 in
common stock. Underwriters have informed management that they must price the new issue to the
public at $37 because of a downward sloping demand curve. The underwriter's compensation will
be 6% of the issue price. The firm will also incur expenses of $200,000.

a. (5 points) How many shares must the firm sell in order to raise $30 million after
underwriting and floatation costs.

b. (3 points) If the firm currently has 20,000,000 shares, what is the market value of the
firm’s common stock before the new stock issue is announced?

c. (4 points) What is the market value of the firm’s common stock after the new stock
issue in completed?



3. (30 points) C.S. Alan Company, a large book publisher, is considered the acquisition of Brigham,
Inc, a smaller competitor. C.S. Alan’s analysts project the following post merger data for Brigham
(with a December 31 year end):

2003 2004 2005
Net Sales 490 480 500
Selling and Admin Expense 44 46 48
Depreciation Expense 10 9 8
Interest Expense 20 20 20
Tax rate after merger = 40% Cost of Goods Sold as a Percent of Sales = 60%
Beta after merger = .9 Risk free rate = 3%

Market risk premium = 6%
Terminal growth rate of cash flows available to C.S. Alan shareholders = 5%

If the acquisition is made, it will occur on January 1, 2003. All cash flows from the income
statement are assumed to occur at the end of the year. C.S.Alan is currently financed with 50%
debt and 50% equity. C.S. Alan has a yield to maturity on its current debt of 6.5%, and expects to
issue future debt with the same yield to maturity. C.S.Alan does not plan to replace worn out
equipment, so depreciation-generated funds are available to C.S. Alan.

a. (5 points) What is the appropriate discount rate for the acquisition?

b. (10 points) What are the operating cash flows for the years 2003, 2004 and 2005. Use a
separate page if needed for this question.

c. (5 points) What is the terminal value at the end of 2005?

d. (5 points) What is the Present Value of the Acquisition to C.S. Alan’s shareholder’'s



e. (5 points) Assume the Brigham's expected selling price is $550, what is the IRR of this
proposed acquisition?



3. (15 points) Below is the Notart Company’s Balance Sheet. The firm is in Chapter 7 bankruptcy
and is being liquidated. The firm's Trustee’s are owed $1,500,000. Given the below balance sheet,
write out the amounts collected by each of the firm’s creditors.
Amount Amount
Collected Collected
CURRENT ASSETS $40.0 ACCOUNTS PAYABLE $10.0
NET FIXED ASSETS 5.0 NOTES PAYABLE (BANKS) 4.0
ACCRUED WAGES 0.3
FEDERAL TAXES 0.5
STATE/ LOCAL TAXES 1.2
CURRENT LIABILITIES $16.0
FIRST MORTGAGE $2.0
SECOND MORTGAGE 0.5
DEBENTURES 5.0
TOTAL LONG-TERM DEBT$ 7.5
PREFERRED STOCK $1.0
COMMON STOCK 13.0
PAID-IN CAPITAL 2.0
RETAINED EARNINGS 5.5
TOTAL EQUITY $21.5
TOTAL ASSETS $45.0 TOTAL CLAIMS $45.0
THE LIQUIDATION SALES RESULTED IN THE FOLLOWING PROCEEDS:
FROM SALE OF CURRENT ASSETS  $14,000,000

FROM SALE OF FIXED ASSETS $5,500,000
TOTAL RECEIPTS $19,500,000






