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Use the following to answer questions 1-5:

The Whilst Co. is analyzing a project that has projected sales of $230,000 per year and costs of $110,000 per year. The project requires an initial up front investment in inventory of $15,000 plus another $28,000 in accounts receivable. Fixed assets of $120,000 are needed and belong in a 30% CCA class.  Assume that the asset class will remain open.  Accounts payable will increase by $36,000. An interest expense of $11,000 will be incurred annually. The project has a life of 4 years. At the end of the four years, the equipment has an estimated market value of $40,000. The company has a cost of capital of 14% and is in the 40% marginal tax bracket.  Assume that net working capital will be recovered at the end of the project and that the half-year rule is in effect.


	1.
	What is the present value of the after-tax operating cash flow ignoring the impact of depreciation?

	A)
	$209,787

	B)
	$236,812

	C)
	$259,093

	D)
	$271,939

	E)
	$297,282




	2.
	What is the present value of the CCA tax shield?

	A)
	$17,406

	B)
	$18,545

	C)
	$21,454

	D)
	$24,259

	E)
	$27,447




	3.
	What is the total amount of CCA in the first two years?

	A)
	$30,600

	B)
	$42,000

	C)
	$45,554

	D)
	$48,600

	E)
	$50,110




	4.
	What is the present value of the net investment in net working capital including recapture?

	A)
	-$2,855

	B)
	-$4,724

	C)
	-$7,000

	D)
	-43,000

	E)
	-$1,994




	5.
	What is the net present value of the project?

	A)
	$80,000

	B)
	$134,874

	C)
	$82,072

	D)
	$162,789

	E)
	$151,007




Use the following to answer questions 6-10:

Terry Tire Company has 12,000 bonds outstanding each with a face value of $1,000.  The bonds are selling at 105% of face value, have a 7% coupon rate, pay interest semi-annually, and mature in 15 years. There are 500,000 shares of 8% preferred stock outstanding with a current market price of $91 a share.  The par value of the preferred shares is $100.  In addition, there are 1.5 million shares of common stock outstanding with a market price of $63 a share and a beta of 0.8. The common stock just paid a dividend of $2.80 and expects to increase those dividends by 6% annually. The firm's marginal tax rate is 40%. The overall stock market is yielding 12% and the Treasury bill rate is 4%.


	6.
	What is the cost of equity based on the dividend growth model?

	A)
	8.10%

	B)
	9.45%

	C)
	10.04%

	D)
	10.71%

	E)
	11.69%




	7.
	What is the cost of equity based on the security market line?

	A)
	10.40%

	B)
	10.67%

	C)
	10.78%

	D)
	11.34%

	E)
	14.17%




	8.
	What is the cost of financing using preferred stock?

	A)
	7.06%

	B)
	7.28%

	C)
	7.69%

	D)
	8.48%

	E)
	8.79%




	9.
	What is the after-tax cost of debt financing?

	A)
	3.24%

	B)
	3.88%

	C)
	4.50%

	D)
	6.47%

	E)
	6.85%




	10.
	What is the firm’s WACC?  Assume that the required rate of return on equity is 10%.

	
	A) 5.88%

	
	 B) 7.37%

	
	C) 8.29%

	
	D) 9.13%

	
	E) 9.97%



	11.
	Delta and Epsilon are separate firms that are both considering an oil exploration project. Delta currently operates an oil refining and distribution network and has an after-tax cost of capital of 15 percent.  Epsilon owns oil fields and concentrates on oil production. Epsilon’s after-tax cost of capital is 20 percent. The project under consideration has initial costs of $150,000 and anticipated annual cash inflows of $32,000 a year for ten years.  There is no salvage.  Which firm(s) should accept this project, if any?  They have similar capital structures.  Ignore taxes.

	A)
	Delta only

	B)
	Epsilon only

	C)
	both Delta and Epsilon

	D)
	neither Delta nor Epsilon

	E)
	can not be determined without further information



Use the following information to answer questions 12 and 13.

Anderson Inc is currently a 100% equity financed firm.  There are 250 shares of common stock currently outstanding trading at $20 per share.  Anderson Inc. is considering changing its capital structure by issuing $3,000 of perpetual debt at an interest rate of 8% and buying back common shares.   The corporate tax rate is 40% and the share price is expected to increase to $24 per share.
	 
	Current Capital Structure
	Proposed Capital Structure

	Assets
	$5000
	$5000

	Debt
	$0
	$3000

	Equity
	$5000
	$2000

	Debt/Equity Ratio
	0
	3/2

	Share Price
	$20
	$24



	12.
	If EBIT is expected to be $1,000 per year in perpetuity, what is the price-to-earnings ratio under the proposed capital structure?
A)  6.6 X
B)  10.0 X
C)  13.2 X
D)  14.7 X
E)  15.5 X
	
	

	
	
	
	

	
	
	
	


	
	13.
	What is the break-even EBIT.  That is at what level of EBIT are you indifferent between the current and proposed capital structures.
A)  $200
B)  $240
C)  $320
D)  $420
E)  $480




Use the following to answer questions 14-16:

Your firm needs to either buy or lease $240,000 worth of vehicles. These vehicles have a life of 4 years after which time they are worthless. The vehicles belong in CCA class 10 (a 30% class) and can be leased at a cost of $70,000 a year for the 4 years.   The lease payments are to be made at the beginning of the year.  The corporate tax rate is 30% and the cost of debt is 8%.  Assume the half-year rule is in effect.


	14.
	What is the net advantage to leasing?

	A)
	$1,109

	B)
	$345

	C)
	$78

	D)
	-$18

	E)
	-$142




	15.
	The lessor in this case has a tax rate of 40% and a cost of debt equal to 7%.  What is the net advantage of leasing to the lessor?

	A)
	$626

	B)
	$345

	C)
	$78

	D)
	-$18

	E)
	-$142




	16.
	What is the amount of the break-even lease payment to the lessor?

	A)
	$47,740

	B)
	$51,254

	C)
	$63,334

	D)
	$69,723

	E)
	$74,421




	17.
	A firm has 20,000 shares of stock outstanding, $450,000 in perpetual debt at a 9% rate, an EBIT of $120,000, and a tax rate of 20%. What is the EPS?

	A)
	$2.38

	B)
	$2.51

	C)
	$2.87

	D)
	$3.18

	E)
	$3.73




Use the following to answer questions 18-22:

Mike's Tree Services (hereafter MTS) has expected perpetual operating income (EBIT) of $1,000 per year.  MTS currently has perpetual risk-free debt with a market value of $1,200.  The beta of the firm’s assets is 1.0.  There are 100 shares outstanding.  The required return on the market is 12% and the risk-free rate is 6%.  Assume that you are operating in the M & M framework with corporate taxes but no bankruptcy costs.  The firm’s corporate tax rate is 40%.


	18.
	What is the value of the equivalent unlevered firm?

	A)
	$2,400

	B)
	$3,040

	C)
	$4,200

	D)
	$4,800

	E)
	$5,000




	19.
	What is the value of MTS’s equity, with its current capital structure?

	A)
	$3,620

	B)
	$4,280

	C)
	$4,820

	D)
	$5,000

	E)
	$5,480




	20.
	What is MTS’s current WACC?

	A)
	6.00%

	B)
	10.95%

	C)
	12.00%

	D)
	13.01%

	E)
	14.36%




	21.
	MTS’s management is considering issuing $1,800 of additional debt and using the proceeds to buy-back some of its equity.  What is the new total value of the firm be, if the firm undertakes the restructuring? 

	A)
	$5,000

	B)
	$5,480

	C)
	$5,820

	D)
	$6,020

	E)
	$6,200




	22.
	How many shares would MTS be able to buy back and at what price?

	A)
	Buy back 20 shares at $90 per share

	B)
	Buy back 24 shares at $75 per share

	C)
	Buy back 30 shares at $60 per share

	D)
	Buy back 36 shares at $50 per share

	E)
	Buy back 40 shares at $45 per share




	23.
	The basic lesson of M&M Theory is that the value of a firm is dependent upon the:

	A)
	capital structure of the firm.

	B)
	total cash flows of the firm.

	C)
	percentage of a firm to which the bondholders have a claim.

	D)
	tax claim placed on the firm by the government.

	E)
	size of the stockholders claims on the firm.




	24.
	The pecking-order theory of capital structure suggests the following order of financing:

	A)
	Internal financing, debt issue, equity issue.

	B)
	Internal financing, equity issue, debt issue.

	C)
	Debt issue, equity issue, internal financing.

	D)
	Equity issue, internal financing, debt issue.




	25.
		Project
	Project Beta
	Project’s IRR

	#1
	0.8
	8.5%

	#2
	1.0
	9.2%

	#3
	1.2
	11.8%

	#4
	1.5
	12.5%


An all equity company is considering four projects. The firm’s WACC is 11.5%. The risk-free rate is 4%, the expected return on the market is 9%. Information regarding the projects is shown in the table below.







Which of the projects should the company accept?

	A)
	Projects #1, #2, and #3

	B)
	Projects #3 and #4

	C)
	Project #1

	D)
	Projects #2


	 E)  None of A, B, C or D are correct.


	26.
	Costs of distress are greater when a large amount of __________ affect(s) the prosperity of the firm.

	A)
	intangible assets

	B)
	tangible assets

	C)
	net working capital

	D)
	retained earnings




	27.
	In a world with corporate taxes and bankruptcy costs which of the following statements is true:
	I	as a firm increases its D/E ratio, its WACC will decrease
	II	as a firm increases its D/E ratio, it required rate of return on the equity  
will increase
	III 	as a firm increases its D/E ratio, the required rate of return on the 
company’s debt will not change.


	A)
	I only

	B)
	II only

	C)
	I and II

	D)
	II and III

	E)
	None of A, B, C or D are correct




Use the following to answer question 28-30

XYZ Corp. wants to increase is debt-to-equity ratio from 0.25 to 1.0 by issuing debt and using the proceeds to buy back some of its equity.  The current market value of the firm’s assets is $2,000 and there are 800 shares currently outstanding. The firm’s debt is risk-free and perpetual.  The current risk-free rate is 6%.  Assume the firm’s corporate tax rate is zero and that the share price is not affected by changes in capital structure.  You currently own 100 shares of XYZ. 

	28.
	Assume the firm decides not to change its capital structure structure, but you want to create the risk-return profile of the more highly levered firm.   What percentage of the current firm’s equity should you own to achieve your objective?

	A)
	10.0%

	B)
	12.5%

	C)
	15.6%

	D)
	17.8%

	E)
	20.0%




	29.
	Continuing the above question, specifically how would you achieve your objective?

	A)
	Borrow $320 at 6% and buy 160 more shares

	B)
	Borrow $200 at 6% and buy 100 more shares

	C)
	Borrow $120 at 6% and buy 60 more shares

	D)
	Borrow $ 60 at 6% and buy 40 more shares

	E)
	Borrow $ 20 at 6% and buy 20 more shares




	30.
	Now assume that the firm changes to the new capital structure (debt-to-equity ratio of 1.0), so you now own 100 shares of the more highly levered firm.  However, you prefer a debt-to equity ratio of 0.6.  How would you achieve your objective now?

	A)
	Invest $25 at 6% and sell 12.5 shares

	B)
	Invest $40 at 6% and sell 20 shares

	C)
	Invest $50 at 6% and sell 25 shares

	D)
	Invest $60 at 6% and sell 30 shares

	E)
	Invest $74 at 6% and sell 37.5 shares



31. What version of the exam are you writing?  

A) Version A  (White)
B) Version B  (Yellow)
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