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Fall 2002

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.

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: ________________________________

True/False: Mark the appropriate space on your Scan-Tron answer sheet to indicate whether the statement is true or false. [1 point per correct answer]

1. If the total costs of a company rise by 10% in response to a 10% increase in the number of units produced but there are no price increases in inputs or outputs, then this company has no fixed costs.  
2. Operating leverage affects the relationship between EBIT and EPS whereas financial leverage affects the relationship between sales and EPS.  
3. A negative DOL implies that a company is operating below the operating break-even point.  
4. Common shareholders hold a residual claim on all earnings of the company, although distribution of the earnings may be postponed for a long time.  
5. The residual claim of shareholders means that in case of a bankruptcy, all common shareholders can be required to contribute additional cash, in proportion to their holdings, toward the full liquidation of all creditors’ claims.  
6. When a publicly held company sells new shares of common stock, the new shareholders will receive dividends only after the original shareholders are paid their dividends if enough cash remains to make the payment.  
7. In any given year, U.S. companies in the aggregate raise more equity from external sources than from internal sources.  
8. The size and timing of corporate dividends are determined by majority vote at the annual shareholders meeting.  
9. Concerning dividends on common stock, the date of record is three business days prior to the ex-dividend date.  
10. Assuming no other changes occur that would affect the price per share of common stock, the price per share will drop by the amount of the dividend on the day that the dividend is paid.  
11. An industrial company that has a high debt-equity ratio will be likely to have a higher retention ratio than an industrial company with a low debt-equity ratio.  
12. If a company declares and distributes a 5% stock dividend to all shareholders, then the wealth of all shareholders should increase by 5% as a result of the dividend, other things equal.  
13. The financial risk of a firm is affected by its business risk. 
14. Stockholders first learn the amount of their next dividend on the date of record.  
15. One of the advantages of debt is that the typical restrictions that it places on management’s decisions serve to decrease agency costs for the lenders.  
16. If an external entity, such as the government of an agency of the government, provides protection against bankruptcy through either insurance or bailouts for troubled firms, firms that receive such protection will tend to borrow more than firms that receive no such protection.  
17. According to survey results, CFOs consider the maximization of stock price to be the most important factor in deciding on how much debt to carry.  
18. Under the Miller-Modigliani Theorem with taxes, the value of the firm would increase as the amount of debt in the capital structure increases. 
19. The Miller-Modigliani theorems are unrealistic because they do not consider the fact that increasing levels of debt will increase the risk, and therefore the cost, of equity.  
20. To be considered to be “investment grade”, a bond must carry a Standard and Poors rating of BBB or better. 


21. The Federal Funds rate is currently 1.75%, a 41-year low.  
22. It is possible for a dividend payout ratio to be negative.  
23. It is possible for a retention ratio to be negative.  
24. If there are no tax advantages associated with dividends versus capital gains, then it must be true that dividend policy does not affect firm value.  
25. If a company has excess cash and no profitable investment projects in a particular year, then it is always appropriate to pay the cash out as dividends.  
Multiple Choice: Select the single best answer for each question and record your selection on your Scan-Tron answer sheet. [2 points per correct answer]

26. Which of the following characteristics is(are) necessary for a financial instrument to be classified as debt:

a. The cashflow commitment created by this instrument is a fixed claim.

b. The commitment is tax deductible.

c. If you fail to uphold the commitment, you lose control of the business.

d. Two of the above.

e. All of the above.  
27. The operating break-even point occurs at sales equal to zero if:

a. Total variable cost is twice as large as fixed operating cost.

b. Selling price is larger than total cost per unit.

c. All operating costs are variable.  
d. All operating costs are fixed.

e. None of the above.

28. Your company has fixed operating costs of $10,000,000 and variable operating costs of $2.00 per unit. If the selling price per unit is $6.00, what is the operating break-even point in dollars of sales?

a. $2,500,000

b. $10,000,000

c. $5,000,000

d. $15,000,000  
e. None of the above.

29. Which of the following statements concerning a break-even chart is(are) true?

a. If the contribution margin per unit increases while the variable cost per unit remains unchanged, then the slope of the total revenue line increases. 
b. If fixed costs increase while sales and variable costs per unit remain constant, then the slope of the total cost line will decrease.

c. Holding variable cost per unit constant, an increase in fixed costs will decrease the break-even point.

d. If the variable cost per unit decreases while fixed costs and the price of output remain constant, then the total cost line shifts downward while its slope remains constant.

e. More than one of the above.

30. If fixed operating costs increase while sales remain constant, the company will have

a. Higher financial leverage

b. Higher variable costs

c. Greater variability of EBIT

d. Higher operating leverage

e. More than one of the above.

31. A and B are identical companies except that A has a DOL of 1.5 and a DFL of 2.0 while B has a DOL of 1.0 and a DFL of 3.0. Both companies will have a 4% increase in sales in the coming year. Based on the information given and holding other things equal, which of the following statements is(are) true?

a. A’s EPS will increase by approximately 6% and B’s EPS will increase by approximately 4%.

b. A’s EPS will increase by approximately 8% and B’s EPS will increase by approximately 12%.

c. For a given change in sales, the change in EBIT will be greater for B than for A.

d. For a given change in sales, the change in EPS will be greater for A than for B. 
e. More than one of the above.

32. FMC Corp. has 10,000,000 shares of common stock outstanding. Last year the company paid a dividend of $3.60 per share and reported an increase in retained earnings of $80,000,000. Based on this information, FMC’s retention ratio was nearest:

a. 45%

b. 55%

c. 69%  
d. 31%

e. Impossible to determine without additional information.

33. Anyone who purchases a share of stock on or before the ________ will receive the declared dividend, but anyone who purchases the stock after this date will not receive the dividend.

a. Declaration date

b. Date of record

c. Ex-dividend date

d. Payment date

e. None of the above.  
34. Which of the following statements concerning dividends is(are) true?

a. All investors prefer higher current dividends to higher future capital gains.

b. Everyone agrees that by declaring dividends, a company’s directors reduce shareholder risk and the accompanying required rate of return on the common stock, thus increasing share price.

c. High tax bracket investors may prefer stock with low or zero dividend yield and high capital gains because they can postpone the payment of taxes on the gains, effectively reducing the present value of the tax payments. 
d. More than one of the above.

e. None of the above.

35. Which of the following statements concerning the dividend decision is(are) true?

a. A company that has many profitable investment opportunities would be likely to have a higher retention ratio than a company with few profitable investment opportunities.

b. A company that has a high growth rate of sales would be likely to have a higher retention ratio than a company with a low growth rate of sales.

c. A company that has high earnings volatility would be likely to have a higher retention ratio than a company with low earnings volatility.

d. Two of the above.

e. All of the above.  
36. Other things equal, an increase in a company’s debt/equity ratio due to the addition of fixed-payment debt will:

a. Increase its DOL.

b. Increase the variability of operating profit.

c. Increase its operating break-even point.

d. More than one of the above.

e. None of the above.  
USE THIS INFORMATION FOR THE NEXT FOUR QUESTIONS:

Random Walk Industries currently has the following capital structure:


Bonds: $5,000,000 face value, 10% coupon rate, with annual interest payments.


Common Stock: 2,000,000 shares outstanding.

The company is considering a $10,000,000 expansion program which can be financed in either of the following ways:

Plan A: Issue $10,000,000 in new bonds. The bonds would be sold at par value ($1,000) and would have a 12% annual coupon rate with annual interest payments.

Plan B: Issue $10,000,000 in new common stock at $50 per share.

The company has a 40% marginal tax rate. Next year’s expected EBIT is $4,000,000 if the expansion project if accepted.

37. The expected EPS if the expansion is funded with Plan B is nearest:

a. $0.64

b. $0.95  
c. $1.59

d. $8.00

e. $12.00

38. If the expansion is funded with Plan A, then the level of EBIT that that will result in EPS equal to zero is nearest:

a. $   720,000

b. $1,020,000

c. $1,200,000

d. $1,633,340

e. $1,700,000 
39. The level of EBIT that will result in the same EPS for either financing plan is nearest:

a. $13,700,000 
b. $13,200,000

c. $12,000,000

d. $11,500,000

e. $  1,200,000

40. Which of the following statements is(are) true with respect to Random Walk, Inc.?

a. Variability of EBIT will be greater if Plan A is used than if Plan B is used.

b. Variability of EPS will be greater if Plan A is used than if Plan B is used. 
c. At any level of EBIT, Plan A will always give a higher EPS than Plan B.

d. Two of the above.

e. All of the above.

END OF RANDOM WALK INDUSTRIES PROBLEMS.

41. Which of the following statements concerning the decision criteria for choosing between alternative financing mixes is(are) true?

a. Managers should only focus on the effect that a given financing alternative has on EPS because that is the measure with which investors are most concerned.

b. Managers should compare the cost of debt with the cost of equity and always choose the less expensive of the two sources of funds.

c. Managers should choose the mix of debt and equity that will minimize the cashflow risk for the common shareholders.

d. Two of the above.

e. None of the above. 
42. Suppose a company that has no debt borrows a substantial amount of money using fixed-payment bonds and uses the proceeds to repurchase some of its common shares. A necessary result of this action is that:

a. Share price will increase because the shareholders will be in a riskier position and will therefore set a higher required rate of return on their investment.

b. Share price will decrease because the shareholders will be in a riskier position and the therefore demand a higher rate of return on their investment.

c. The firm’s cost of equity will increase. 
d. (a) and (c)

e. (b) and (c)

43. Consider the following financing sources:

[CD] Convertible debt

[CP] Convertible preferred stock

[D]   Straight debt

[NE] New external equity

[P]    Straight preferred stock

[RE] Retained earnings

Survey results show managers’ preference ranking for the use of these sources to be (highest to lowest):

a. D, NE, RE, CD, P, CP

b. RE, D, NE, CD, P, CP

c. RE, NE, D, CD, P, CP

d. D, RE, CD, NE, P, CP

e. RE, D, CD, NE, P, CP  
44. Which of the following statements is(are) true in an environment where there are no taxes or agency costs?

a. Leverage will have no effect on firm value.

b. An increase in leverage will result in a continuous decrease in the cost of capital.

c. An increase in leverage will result in a continuous increase in the cost of equity. 
d. Two of the above. 

e. All of the above.

45. Under the Jensen free cash flow hypothesis, which of the following statements is(are) true?

a. Companies with high operating earnings have high free cash flows.

b. Companies with large capital expenditures, relative to earnings, have low free cash flows.

c. Firms with high free cash flows are inefficiently run.

d. More than one of the above.

e. None of the above.  
46. Which of the following statements concerning dividends is(are) true?

a. The maximum dividend payout ratio that a company can have is 100%.

b. Most companies have dividend payout ratios in the 10%-30% range.

c. Dividend yields on average have been trending downward over the last ten years. 
d. Two of the above.

e. All of the above.

47. DDH Co. is an unlevered company that manufactures automotive components. It has operating income after taxes of $150 million growing at 5% per year. Its cost of capital is 12%. Assume that this firm has reinvestment needs of $40 million per year, also growing at 5% per year. There are 75 million common shares outstanding. If the company pays out the residual cash flows as dividends each year, then the price per share should be closest to:

a. $27.21

b. $22.00 
c. $20.95

d. $12.22

e. $28.57

48. Use the information from the previous question. If the company pays out the residual cash flows as dividends each year, then the total value per share should be closest to:

a. $28.68

b. $21.48 

c. $24.00

d. $22.53 
e. $23.47

49. Which of the following statements concerning dividends is(are) true?

a. If a company declares a stock dividend, the price of a company’s common shares would be expected to increase by the amount of the dividend on the declaration day.

b. Issuing new equity is much more expensive than issuing new debt for companies that are already publicly traded, in terms of transactions costs and investment banking fees. 
c. Research evidence shows that dividend increases have a positive effect on the value of a company’s bonds.

d. More than one of the above.

e. None of the above.

50. Which of the following statements concerning free cash flow is(are) true?

a. If a firm has good projects and pays out less than its free cash flow to equity as dividends, then even though the company will accumulate cash the shareholders will be unlikely to insist that the cash be paid as dividends.

b. If a firm has good projects and pays out more than its free cash flow to equity as dividends, then the company is losing value because it may be creating a cash shortfall and may also be creating a capital rationing situation.

c. If a firm has poor projects and pays out more than its free cash flow to equity as dividends, it will accumulate cash and will most likely be pressured by its shareholders to pay the cash out to them.

d. Two of the above.

e. All of the above. 
Short Answer:

Write a brief answer in the space provided. Write clearly. If I can’t read it, it’s wrong.

Points are as marked.

List the three “First Principles” that were given at the beginning of each section that we covered in this class. [3 Points]
	

	

	

	

	

	

	

	

	

	

	

	

	

	


Answer ONE of the following questions. CROSS OUT THE QUESTIONS THAT YOU ARE NOT ANSWERING. [4 Points]

In general, private firms tend to take on much less debt than do publicly traded firms. Explain why this condition exists.  18-22

When stockholders have little power over incumbent managers, firms tend to be underlevered. Agree or disagree and justify your position.  18-25

Bankruptcy costs can be either direct or indirect costs. What is the distinction? Which one is the more serious cost? Why? [Test bank 18-4]

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Answer ONE of the following questions. CROSS OUT THE QUESTIONS THAT YOU ARE NOT ANSWERING. [4 Points]

There are some who argue that firms that pay dividends acquire a clientele that likes their dividend policy. If you were a firm that pays large dividends, what types of investors are most likely to be your clientele and why? If you were a firm that pays no dividends, what type of investors are most likely to be your clientele and why? [test questions Ch 21 - 7]

Increasing dividends can send a positive signal to financial markets, leading to an increase in stock prices. For what types of firms are dividends most likely to operate as positive signals? Justify your response. [test questions Ch 21 - 8]

An announcement that a firm plans to buy back stock is generally a much weaker signal than an announcement by the same firm that it plans to pay out an equivalent dividend. Why is a stock buyback a weaker signal than an equivalent dividend? [Test bank 23-2]

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Problems:

YOU MUST SHOW WORK TO EARN ANY CREDIT. ANSWERS THAT ARE NOT SUPPORTED BY WORK WILL RECEIVE NO CREDIT. 

Consider a company with expected EBIT of $175 million per year, no debt, and a current weighted average cost of capital of 13%. The company has 20,000,000 common shares outstanding with ß = 1.40. Suppose the company can borrow perpetual debt at the riskless rate of 5.5%. The company is non-taxable. Other standard M&M assumptions apply. If the company borrows $250 million and uses it to repurchase shares, compute the missing values in the table below. [7 Points total. – 3 points for each wrong or absent answer. Zero minimum.] 

The center column represents the period following the public announcement of the restructuring but preceding its actual execution.

	
	BEFORE the restructuring is announced
	AFTER the restructuring is announced
	AFTER the restructuring is completed

	Value of the company
	
	
	

	Price of one common share
	
	
	

	Required return on equity
	
	
	

	Number of shares outstanding
	20,000,000
	
	

	Beta
	1.40
	
	

	Weighted average cost of capital
	13.0%
	
	


Consider a company with expected EBIT of $175 million per year, no debt, and a current weighted average cost of capital of 13%. The company has 20,000,000 common shares outstanding with ß = 1.40. Suppose the company can borrow perpetual debt at the riskless rate of 5.5%. The company has a 34% tax rate. Other standard M&M assumptions apply. If the company borrows $250 million and uses it to repurchase shares, compute the missing values in the table below. [7 Points total. – 3 points for each wrong or absent answer. Zero minimum.]

The center column represents the period following the public announcement of the restructuring but preceding its actual execution.

	
	BEFORE the restructuring is announced
	AFTER the restructuring is announced
	AFTER the restructuring is completed

	Value of the company
	
	
	

	Price of one common share
	
	
	

	Required return on equity
	
	
	

	Number of shares outstanding
	20,000,000
	
	

	Beta
	1.40
	
	

	Weighted average cost of capital
	13.0%
	
	


Extra Credit:

Answer any or all of the following questions. 3 points per question. Partial credit will be given. If I can’t read it, it’s wrong.

Explain what deflation is and why deflation that results from declining demand is a large problem for companies. 

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Convertible bonds are often used by small, high-growth companies to raise debt. Why?

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Solon Inc. announces that it will be increasing its dividend per share by 50%, well above investor expectations. You notice that the firm’s stock price drops on the ex-dividend day. Explain why this might occur and when you would expect to see the price reaction to the dividend announcement. [test questions Ch 21 - 2]

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Stockholders who buy tracking stock in a firm may find themselves at the mercy of the parent company. Why are stockholders in tracking stock often unprotected? How can tracking stock be restructured to protect stockholders. [Test bank 23-6]

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Answers:
1. T

2. F

3. T

4. T

5. F

6. F

7. F

8. F

9. T

10. F

11. T

12. F

13. F

14. F

15. F

16. T

17. F

18. T

19. F

20. T

21. F

22. T

23. T

24. F

25. F

26. E

27. C

28. D

29. A

30. E  (C and D)

31. D

32. C

33. E

34. C

35. E

36. E

37. B

38. E

39. A

40. B

41. E

42. C

43. E

44. C

45. E

46. C

47. B

48. D

49. B

50. E

Short Answer:

First question: See the first slide of almost any lecture.

In general, private firms tend to take on much less debt than do publicly traded firms. Explain why this condition exists.  18-22

See Chapter 18, Question 22 solution: Private firms are generally more exposed to bankruptcy risk and have much less access to external capital, which leads to an increased need for internal flexibility. All of these factors contribute to a lower availability and attractiveness of debt as a financing source. 
When stockholders have little power over incumbent managers, firms tend to be underlevered. Agree or disagree and justify your position.  18-25

See Chapter 18, Question 25 solution: It is in the interests of incumbent managers to keep leverage low. By doing so they minimize the chances that the firm will go bankrupt (which might affect their personal value) substantially and they also reduce the oversight that might come with higher debt ratios. Thus, you would expect firms to be underlevered if stockholders do not have much power.

Bankruptcy costs can be either direct or indirect costs. What is the distinction? Which one is the more serious cost? Why? [Test bank 18-4]

Direct costs arise after a firm has declared bankruptcy and include legal and liquidation costs. Indirect costs arise because a firm is perceived to be in financial trouble and may include lost sales, tighter credit and higher employee turnover. For many firms, the latter is likely to be a much more serious problem.

There are some who argue that firms that pay dividends acquire a clientele that likes their dividend policy. If you were a firm that pays large dividends, what types of investors are most likely to be your clientele and why? If you were a firm that pays no dividends, what type of investors are most likely to be your clientele and why? [test questions Ch 21 - 7]
A company that paid large dividends would attract investors who pay no or low taxes, or investors who do not face a higher tax rate on ordinary income than capital gains. This would include poorer individuals (low tax rate), pension funds (no taxes) and corporations (which get a dividend tax exclusion). A company that paid no dividends would attract high tax rate individuals and mutual funds that cater to such individuals, since the investors’ return would be in the form of capital gains rather than dividends, therefore reducing (or at least delaying) the tax burden on the income from owning the share.
Increasing dividends can send a positive signal to financial markets, leading to an increase in stock prices. For what types of firms are dividends most likely to operate as positive signals? Justify your response. [test questions Ch 21 - 8]
Dividends are likely to operate as a positive signal for firms that already pay dividends and are viewed as being in mature businesses. They are also more likely to operate as a positive signal for firms that are not heavily followed by analysts.
An announcement that a firm plans to buy back stock is generally a much weaker signal than an announcement by the same firm that it plans to pay out an equivalent dividend. Why is a stock buyback a weaker signal than an equivalent dividend? [Test bank 23-2]
A stock buyback is a one-time action, whereas a dividend increase is generally viewed as a long-term commitment since managers will be reluctant to cut the dividend in the future and therefore will not raise it if there is much change that the higher payment level will not be able to be maintained.

	
	BEFORE the restructuring is announced
	AFTER the restructuring is announced
	AFTER the restructuring is completed

	Value of the company
	1.346 Billion
	1.346 Billion
	1.346 Billion

	Price of one common share
	$67.31
	$67.31
	$67.31

	Required return on equity
	13%
	
	14.71%

	Number of shares outstanding
	20,000,000
	
	16.285 Mill

	Beta
	1.40
	
	1.72

	Weighted average cost of capital
	13.0%
	
	13.0%


	
	BEFORE the restructuring is announced
	AFTER the restructuring is announced
	AFTER the restructuring is completed

	Value of the company
	$888.5 Million
	$973.5 Mill
	$973.5 Mill

	Price of one common share
	$44.42
	$48.67
	$48.67

	Required return on equity
	13%
	
	14.71%

	Number of shares outstanding
	20,000,000
	
	14.8 Mill

	Beta
	1.40
	
	1.72

	Weighted average cost of capital
	13.0%
	
	11.86%


Extra Credit Questions:

Explain what deflation is and why deflation that results from declining demand is a large problem for companies. 

See the assigned WSJ article.

Convertible bonds are often used by small, high-growth companies to raise debt. Why?

Since small high-growth companies are generally risky and therefore not attractive to debt investors, the convertibility feature serves as an extra incentive to lenders and also provides the opportunity to benefit from the upside risk if the company does well while offering some protection from the downside risk due to the debt restrictions and priority of payment. These factors tend to reduce the cost of convertible debt relative to straight debt. Also, convertible debt is attractive to borrowers because it is “self-liquidating” if the company does well and the bonds are eventually converted to common shares.
Solon Inc. announces that it will be increasing its dividend per share by 50%, well above investor expectations. You notice that the firm’s stock price drops on the ex-dividend day. Explain why this might occur and when you would expect to see the price reaction to the dividend announcement. [test questions Ch 21 - 2]

The stock price would drop on the ex-dividend day, other things equal, by approximately the amount of the dividend anyway. This has nothing to do with a reaction to the announcement of the increase, but is simply due to the fact that the dividend will not be received by the investor who buys on the ex-dividend day. If there is to be a price reaction to the announcement of the increase, it would happen on the day of the announcement.

Stockholders who buy tracking stock in a firm may find themselves at the mercy of the parent company. Why are stockholders in tracking stock often unprotected? How can tracking stock be restructured to protect stockholders. [Test bank 23-6]

Tracking stockholders do not own stock in an entity with a board of directors. The parent company will continue to run the tracked unit, and in the event of a conflict of interest, the stockholders of the parent company are likely to gain at the expense of the tracking stockholders. To protect the holders of the tracking stock, the tracked units should have some independence. One way to ensure some level of independence would be to have a board of directors for the tracked unit.
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