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NOTE WELL:
For problems: You must show enough work to justify your answer in the space provided with each problem.  No credit will be given unless work is shown.  Partial credit may be given ONLY IF your work is clearly labeled.  Be sure to read all questions carefully and answer them completely.  Do all work for the problems on this test booklet.  

For True/False Questions: Mark your choice for the correct response on your Scan-Tron answer sheet. Be sure that you name is on that sheet.

Points are as marked.

Points sum to 100 exclusive of extra credit

The penalty for academic dishonesty in this course is an “F” grade for the course and the immediate commencement of due process proceedings for permanent dismissal from The Unversity of Mississippi. There are no lesser penalties and no exceptions.


Name: ________________________________

1.
If you invest $10,000 now in an account that earns a 5.75% annual (nominal) rate and the account compounds interest continuously, how much will the investment be worth in 30 years?


Answer: __________________ [3]

2.
If you make 15 annual deposits of $5000 in an account that pays 7% per year (annual compounding) with the first deposit being made today, what will be the value of the investment 25 years from now?


Answer: __________________ [3]

3.
Suppose you purchase a rental house today for $90,000. You expect to rent the house for $700 per month with $200 per month in expenses, for a net income after expenses of $500 per month. If you own the house for 5 years and then sell it (immediately after the 60th rent payment is paid), what is the minimum selling price that will give you at least a 15% annual return on the investment? (Ignore taxes. Assume that the rent payments are paid at the end of each month.)

a.
Answer: __________________ [4]

Suppose you think the house will only get $120,000 on the market five years from now. What monthly rent payment will you need to charge to make a 15% annual (nominal) return if your monthly expenses remain the same? (Ignore taxes. Assume that the rent payments are paid at the end of each month.)

b.
Answer: __________________ [4]

Suppose you think the house will get $140,000 on the market in five years. However, you think it will not be rentable for three months after you buy it while you do some repairs. That is, your rent income for the first three months will be zero. During those three months, you will spend $2,500 per month on repairs. After that, your monthly expenses will return to the normal $200 per month. What will your rent payment be for the 4 ¾ years (57 payments) that you will rent the house for you to make a 15% annual (nominal) rate of return over the entire 5-year period? (Ignore taxes. Assume that the rent payments are paid at the end of each month and that the expenses are incurred at the end of each month.)

c.
Answer: __________________ [4]

4.
Suppose you pay $5,000 for an investment that promises to pay you $1,000 per year for 9 years and then pay you $600 in the 10th year. What is the stated (nominal) average annual rate of interest on this investment if the account in which it is invested uses quarterly compounding? Your answer must be accurate to two decimal places: xx.xx% for example.


Answer: __________________ [4]

5.
You want to make 10 equal annual deposits, with the first one being made today, in an account that pays an 8% annual nominal rate with daily compounding. Your objective is to accumulate a balance in the account that will allow you to give an endowment to the School of Business 30 years from now that will generate $50,000 per year for the school. The first payment from the endowment will be made one year after the date of your gift. Ole Miss endowments generate 5% per year on average. What is the necessary dollar amount of your deposits?


Answer: __________________ [4]

6.
Consider the following loan conditions:


Amount borrowed:

$300,000


Time



15 years


Interest Rate


8.0% stated (nominal) annual rate


Monthly Payment

$2,750

Answer the following questions:

a.
What is effective annual interest rate on this loan?


Answer: __________________ [3]

b.
What is the total dollar amount of interest you will pay on this loan if you carry it throughout the entire 15-year term?


Answer: __________________ [4]

c.
Suppose you increase your montly payment by $500 beginning with the first payment. What is the total dollar amount of interest under these conditions?


Answer: __________________ [4]







d.
[EXTRA CREDIT] Return to the original conditions of the loan (ignore c). Suppose the lending institution runs a special promotional deal such that every 12th payment is reduced by $500. What is the effective annual rate on this promotional loan? Be precise to 2 decimal places: xx.xx% for example.

Answer: ____________________________ [5 Extra Credit]

7.
Consider the following loan:
Stated Annual Rate

     8.0%






Loan amount


  $22,850






Payment Frequency

   Monthly






Balloon Payment

  $5,000






Loan Term


    10 years

What is the number of the payment (1 through 120) that is the first payment for which more than half of the payment will be going to principal rather than interest? (That is, what is the first payment for which the principal portion of the payment is greater than the interest portion?)

[5]
Answer: ______________________

8. Consider the following annual cash flows into (+) or out of (-) an account that pays 10%

per year.

	TIME
	CASH FLOW

	0
	4000

	1
	1500

	2
	1500

	3
	1500

	4
	1500

	5
	1200

	6
	1200

	7
	1200

	8
	1200

	9
	- 5000

	10
	?

	11
	?

	12
	?

	13
	?

	14
	?

	15
	?


The missing cash flows (?s) are all equal amounts.  At t=15, immediately after the last in/out flow, the remaining balance in the account is $32,000.  Find the missing cash flows.

[6]
Answer:______________

9.
Consider the following car loans:


Loan A:
7.5% annual rate on a 60-month loan with no down payment and $2000 cash rebate. If you take this loan you do not intend to use the rebate as a down payment.


Loan B:
0% annual rate on a 48-month loan with a $2000 down payment and no cash rebate.

You will be purchasing a car that requires $27,500 in financing prior to any down payments. You plan to keep the car for 30 months and then sell it, at which time you will also pay off the loan.

With a personal reinvestment (opportunity) rate of 6%, which loan is the best choice with respect to value and financial theory?

a. Answer: ______________________   [2]

What is the dollar value of the advantage of the best alternative over the other?

b. Answer: __________________________ [3]

What personal reinvestment rate will make you indifferent between Loan A and Loan B? Be accurate to two decimal places: xx.xx% for example.

c.
Answer: _________________________ [3]

Part 2: True or False    1 Point per Question

Mark your choice on your Scan-Tron answer sheet.

1. Limited financial liability, as it applies to the owners of a corporation, means that the most that an individual can lose is the amount of his or her original investment. 

2. The continued existence of a corporation is not dependent on the continued existence of any one person. Consequently, corporations generally have better access to long-term financing sources than do partnerships and sole proprietorships. 

3. The corporation has a significant tax advantage over partnerships and sole proprietorships in that Federal income taxed are eliminated on earnings that are paid out as dividends to the common shareholders of corporations. 

4. The corporate controller would be responsible for activities such as managing cash balances, grating credit to customers, and managing the process of issuing new securities. 

5. In the absence of inflation and uncertainty with respect to future cash flows, an investor would not be concerned with the timing of cash flows. 

6. The market price of a share of common stock is influenced by the expected profitability of the firm, the timing and uncertainty of the expected cash flows to shareholders, and variations in general economic conditions. 

7. The financial manager is generally responsible for analyzing the company’s financial performance, forecasting the company’s financial needs, and setting the market price of the company’s common stock. 

8. Since international accounting standards are fairly consistent, financial statements are generally consistent from one country to another. 

9. The balance sheet shows market values assets and of the claims against the assets by creditors and shareholders. 

10. On the Statement of Cash Flows, depreciation would be found in the section dealing with cash provided by investing activities. 

11. To compute operating profit, you subtract depreciation, cost of goods sold, and administrative expenses from sales. 

12. Assets – Liabilities = Stockholders’ Equity 

13. All cash payments from a company to its investors are tax deductible expenses. 

14. The tax laws have provided incentives of companies to issue debt but not stock. 

15. You should not expect to get high returns without exposing yourself to the chance of getting low returns. 

16. Diversification is a means of increasing return and simultaneously reducing risk. 

17. A graphical depiction of the term structure of interest rates if the yield curve. 

18. The Federal Reserve controls all interest rates with the primary objective of controlling inflation. 

19. Arbitrage is the act of simultaneously buying and selling an asset to provide a riskless profit. 

20. The founders of Microsoft earned a tremendous rate of return on their investment because of the Principle of Valuable Ideas. 

21. Treasury Bills and certificates of deposit are generally sold at a discount from face value. 

22. Consider two securities, A and B, that have identical expected cash flows. If investors expect a higher rate of return on A than B, they will be willing to pay a higher price for A than for B. 

23. A 20-year Treasury Bond is an example of a money market security. 

24. If you bought 100 shares of IBM stock through your broker, this would be a secondary market transaction. 

25. The residual claim for shareholders means that in case of a corporate bankruptcy, the common shareholders can be required to contribute additional cash to cover the residual amount owed to the creditors after assets have been liquidated. 

26. The preemptive right of shareholders says that when a company sells new common stock, the new shareholders will receive dividends only after the original shareholders are paid their dividends. 

27. A proxy is a document that assigns a shareholder’s voting rights to another person. 

28. A private placement of securities increases the liquidity of the securities. 

Answers

1. $56,125.21

2. $264,464.35

3. $145,359.07   (b) $986.30   (c) $989.53

4. $13.833%

5. $12,688.77

6. 8.30%   (b)  $235,471.33  (c) $167,350  (d) 8.025%

7. 39

8. NEGATIVE $851.00

9. B  (b) $1,258.96  (c) 17.72%
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