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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 on this test booklet.  

Points are as marked.

Points sum to 100 exclusive of extra credit.

Note that later questions tend to carry more points.

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 University of Mississippi. There are no lesser penalties and no exceptions.


Name: ________________________________

Short Answer and Problems

Answer either question 1 or 2. DO NOT ANSWER BOTH.

1. Name and briefly describe the three major decision types in corporate finance [6]

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

2. 
List the four trade-offs in the choice to use debt or equity to finance the firm and briefly describe what is meant by each of the four. [6] ____________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________________________________________________________________________________

Answer either question 3 or 4. DO NOT ANSWER BOTH.

3.
What is the source of the conflict between stockholders and bondholders? What are some of the ways that bondholders can protect themselves from adverse actions by shareholders? [6]  ________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

4. Under what conditions would maximizing stock prices be congruent with maximizing societal welfare? [6] _______________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

5. 
You are trying to estimate the dollar debt owed by a manufacturing firm that has three different debt issues on its books. The first is a 1-year 8% bank loan for $ 10 million that the firm took on just a week ago. The second is a 5-year term loan for $ 20 million that the firm took on two years ago (there are three years left on the loan). The interest rate on the loan was set at 9% at the time of the borrowing, and payments are annual. The third is a 10-year bond issue, with a face value of $ 15 million and a coupon rate of 10% made five years ago (it has five years left). Coupon payments on this bond are semiannual and the next one is due six months from now. Assuming that the rate on the 1-year bank loan reflect the current borrowing rate for the firm, estimate the market value of the debt outstanding at this firm. [6]

Answer either question 6 or 7. DO NOT ANSWER BOTH.

6. You are comparing an older firm to a younger firm. In which of these two firms is the book value of fixed assets more likely to deviate from the market value? In which direction? Why? [6] ____________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

7. Identify the three basic accounting statements, and give the objective of each statement. [6] ______________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

Answer either question 8 or 9. DO NOT ANSWER BOTH.

8. You are examining the income statement for a firm and notice, in a footnote, that the firm switched from FIFO to LIFO for valuing inventory during the period. If the inflation rate during the year was 10%, what effect will this change have on the net income reported for the year and why? [6]

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

9. Explain the difference between the ways in which an operating lease and a capital lease are shown on the balance sheet. [6]

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

_____________________________________________________________________

10. You are comparing two cash flows - $ 10 million at the end of 5 years and $ 22 million at the end of 10 years. 

a. With an 8% interest rate, which cash flow would you prefer to receive? Justify your answer with appropriate computations. [4]

b. What discount rate would make you indifferent between the two cashflows? [3]

11. You borrow $ 1 million on a 10-year loan from a bank to finance the expansion of your business. While the stated annual interest rate is 15%, the bank plans to compute interest every quarter.

a. Compute your quarterly payments on this loan. [4]

b. Compute the effective annual interest rate on this loan. [4]

c. What would the effective annual rate be if interest were computed monthly? [4]

d. What would the effective annual rate be if interest were computed continuously? [4]

12. You are comparing a 5-year zero-coupon bond to a 10-year 12% coupon rate bond. The current market interest rate is 9% on both bonds. (You can assume annual coupon payments.)

a. Compute the market value of both bonds. [4]

5-year bond: ___________________

10-year bond: __________________

b. Which bond will be more sensitive to changes in interest rates? Why? [3]
13. You are valuing First Bank, a large commercial bank. The bank reported earnings per share of $ 4 last year, and paid out dividends of $2.40 per share. The earnings are expected to grow 4% a year in perpetuity, and the firm is expected to maintain its existing payout ratio. The firm’s cost of equity is 9%. 

a. Estimate the value of equity per share. [3]

b. If the stock is trading at $ 42 per share, estimate the implied growth rate (the growth rate that the market is assuming for this stock). [3]

14. You are valuing Safeco Insurance, a firm that reported earnings per share of $5.00 in the most recent financial year and dividends per share of $ 1.00. The earnings per share are expected to grow 16% a year for the next 5 years and 5% thereafter. While the firm will maintain its existing payout ratio for the next 5 years, the payout ratio is expected to increase to 60% thereafter.  If the cost of equity for this firm is 12%, estimate the value per share. [4]

15. Suppose you purchase an investment that pays you $2000 at the beginning of every other year (1/1/03, 1/1/05, 1/1/07, etc.) for a total of 30 payments. Your required return on this investment is 12.0% per year (effective). What is the maximum amount that you would be willing to pay tomorrow morning (9/27/02) for this investment in order to earn your required rate exactly over the life of the investment? [5]

16. Consider the following loan:

Amount Borrowed: 

$200,000

Term of Loan:


12 years

Monthly payment: 

$2235.75

Annual Rate (nominal): 
10.5%

a. For the 96th payment on this loan, give the dollar amount of the payment that went to interest. [5]

b. Suppose you make an extra payment of $150 with each required monthly payment. How much money, in actual dollars, would you save using this payment scenario versus the original loan scenario? [5]

17. Suppose you purchase a US Treasury bond today for a speculative investment with the plan to hold it for five years and then sell it. The bond has a coupon rate of 7.5% with semiannual payments and 15 years to maturity. The next interest payment will be paid in exactly six months. The bond’s bid price is quoted today as 105:10 and its ask price is quoted as 105:25. What is the yield to maturity on this bond? [5]

(Part 2) Now suppose you purchase the bond today and hold it for five years, then sell it immediately after receiving the 10th coupon payment. Also suppose that the required return on this bond is 6.25% when you sell it. What is the average annual rate of return you would have earned on this bond over the 5 years that you owned it? [5]

18. Suppose you deposit $500 now and 35 more monthly deposits of $500 in an account that pays 9.5% per year with quarterly compounding. What will be the balance in the account 3 years from now?  [5]

 Extra Credit – Points as Marked – No partial credit
The balance sheet provides a snap-shot of the current market values of assets, liabilities, and equity. [1]

True _____    False _____

The estimated value of the reputation of a company is included on the asset side of the balance sheet under the heading “goodwill”. [1]

True _____    False _____

The correct hurdle rate for a given investment is always the firm’s average cost of capital. [1]

True _____    False _____

According the the WSJ article, “Proposed Corporate Reform Threatens Shareholder Rights”, the corporate reform legislation enacted at the beginning of August required securities exchanges to adopt listing standards calling for a board’s audit committee to be composed solely of “independent” directors. [1]

True _____    False _____

According assigned CFO Magazine article, what percent of CFOs have been pressured to misrepresent their company’s results by their CEOs during the last five years? [1]


Answer: ______ %

Name 2 companies that appeared in the top 10 of the 2000 Business Week Best Boards of Directors. [1]


____________________________________


____________________________________

Name 1 company that appeared in the CFO Magazine list of the 5 Worst Boards [1]


____________________________________

Extra Credit Continued…
You are making plans for some major expenses in the future. Today is the beginning of a year. The expenses are:

· Make a $20,000 down payment on a house 3-1/2 years from now.

· Pay for four years of college for your child. The projected cost is $3,500 per quarter with the first payment being withdrawn 17-years from now (16 payments in all).

· Have $1,000,000 saved for retirement 40 years from now.

To meet these obligations, you will make equal monthly deposits from your paycheck beginning one month from now and continuing until 40 years from now. You feel that you can use an account that will earn a 6.5% effective annual rate (so this works like a 6.5% nominal rate with annual compounding). What is the amount of each monthly deposit? [4]
