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1. True or False (2% for each question, Total 20%) :
1. When a firm has risky debt, its equity can be viewed as an option on the total value of the firm
" with an exercise price equal to the face value of the debt. ‘
" {A) True ' -
{(B) False

2. Firms generally do nat ca|| their convertrble&unlles%the‘lr conversion value is greater than their

call price. N

(A) True . _ _
. (B) False
. 3. Dne of the main reasons why foreign flrms re m erssted in buying U.S. compames is to gain

© entrance to the U.S. market. A decline in the value of the dollar relative to most foreign -

* currencies makes this competitive strategy more feasible,
(A} True , ) -
(B)False - . ‘ -

4. Two firms have the same current ratio, 0.75, and the ame amount of sales. However, Firm A -

has a higher inventory turnover ratio thar;_Elri: lf“h refore, we can conclude that 1the quick
ratio of Firm A will be smaller than that o : - :
(A} True -
(B) False womsmie g
5. Diversifiable risk, which is measured by beta €an be lowered by adding more stocks toa -
portfolio. :
(A} True -
(B) False

P ]

" 6. Risk aver5|o.n is a general dtshke for risk and a preference for certamty That is, investors would

be willing to give up a risk premium of returh In orﬂer to obtain a lower return with certamty
(A) True T

{B) False k

7. Arbitrage Pricing Theory is based on the n'red1 tha more than one factor affects stock returns.

Thefactors are {1) market returns, (2) dividen yleld"'ﬂnd (3)changes in inflatlon
" (A} True
{B) False

8. A firm should never undertake an lnvestment if accepting the project: would cause an increase -

“"in the firm's cost of capital.

(A) True —

pra——

~ (B) False- S o r': l ' ) .
9. Both CAPM.and APT assume that only ex jedfshflks in the systematic factor(s) need to be

compensated for investors. I“ r -
(A) True p#“*--«.—-.»-w.-.—-—-—-—-—l
(B) False

10.In the Fama-French three- factor asset prlcmg model, the excess market return isa systematic
risk factor, while SMB and HML are unsystematlc tisk factors. : :
{A) True
. (B) False
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i Multlple Choice (2% for each questlon Total 60%):
1 Flavoitech Inc. expects EBIT of $2:000,000 for the current year. The flrm S cap|tal structure
" consists of 40 percent debt and 60 percent equity, .and its marginal tax rate is 40 percent. The
" cost of equity is 14 percent, and the company pays a 10 percent rate on its $5,000,000 of
fong-term debt.-One million shares of common stock are outstandmg For the next year the .
firm expects to fund one large positive NEy_,p_::_g_ge t_dstmg $1,200,000, and it will fund this
project in accordance with its target capttal st/ e if the firm follows a residual distribution
policy {with all distributions in the form of_d e ds) and has no ather projects, what is |ts
~ expected dividend payout ratio?
(A) 100%
(B) 60%
. {C) 40%
(D} 20%
(F) 0% : : .

2.. Which of the following factors WI|| increase the llkell ood that a company will choose tocall its -

outstanding bonds?. i :: : :

(A)An increase in the yield to maturity on the compa V'S outstanding.bonds.

(B) An increase in the call price of the outsta'“nzaljing[bo ds.

(C) A reduction in the flotation costs asso ,|atedw_;th ssuing new bonds
(D)Answers (A} and (C) aré correct.
{E) None of the answers above is eorrect. :
3. Which of the following are not wavs in which risk management can increase, the value of a
. company? ‘
(A)Risk management can increase debt capacity.
(B) Risk management can help a firm maintdin its dpttmal capital budget..
{C) Risk management can reduce the expét“t_e of financial distress.-
(D)Risk management can help firms minimize t Xes,
- (E) Risk management can allow managerstdm Xim ize their bonuses.

4 American Hardware, a national hardwa alﬁ"ls cohmdermg purchasing a smaller cham
‘Eastern Hardware. American's analysts project that the merger will result in mcremental free
flows and interest tax savmgs with a combined present vaiue of 572. 52 mlﬂlon, and they have.
determined that the appropriate discount rate for vatumg Eastern is 16 percent. Easternhas4
million shares outstanding. Eastern's current prlce is $16.25. What is the maximum pnce per

" share that Amerlcan should offer?

(A)$16.25 o U"’;‘j‘”’
(B)$16.97 | K - D -

o742 | T r;';;
(D)$18.13 D e
(E) $19.00

5. Which of the following is true?
(A)A firm with low anticipated profit will Ilkely take on a hlgh Ievel of debt
{B) A successful firm will probably take on zero debt.
. " (C)Rational firms raise debt levels when profits are expected to decline.
(D)Rational investors are likely to infer a higher firm value from a zero debt Ieve[
(E) investors will general!y view an increase in debt asa pomtwe sign for the firm's value
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6. Stock A has a beta of 1.2 and a standard de\natlon of 20 percent Stock B has a beta of 0.8 and a
standard deviation of 25 percent. - Portfolio P is a $200,000 portfolio consisting of 5100 000
invested in Stock A and $100,000 invested in Stock B.  Which of the following statements is.
most correct? {Assume that the required return is determined by the Security Market Line.)?'
{A)Stock B has a higher required'rate of return than stock A.

. (B) Portfolio P has a standard deviation ef%%-sjp
(C) Portfolio P has a beta eequal to 1.0. l»—_J
{D)Statements {A) and (B) are correct —
. {E) Statements (A) and (C) are correct. _/
- 7.-The risk-free rate, rg, is 6 percent and the market risk premium, (ry - rRF) is5 percent
 Assume that required returns are based on the CAPM. Your $1 million portfolio consists of
$700,000 invested jn a stock that has a beta of 1.2 and $300,000 invested in a stock that has a
beta of 0.8. - Which of the followmg statements is most correct?
{A) The portfolio’s required return is less than 11 percent.

* - (B} If the risk-free rate remains unchanged but the market risk premium increases by 2
percentage points, the requnred return«en youep rtfollo will increase by more than 2
percentage points. T

(C) If the market risk premium remains u
percentage points, the required retur
percentage points. : :

"(D)If the stock market is efficient, your portfolio’s expected return shou[d equal the expected
retufn on the market which is 11 percent. ‘ :

{E) None of the above answers is correct.

8. The interest tax shield has no value for a flrm when

i. the tax rate is equal to zero. R
. the debt-equity ratio is exactly equaLtd 1
I . the firm is unlevered.
IV. a firm elects 100% equity as their c pl ruc ure
{A)l and Il oniy
“(B)lL.and IV only

(C)), 1t, and IV only

~ (D)1, L, and IV only

~(E}, 1, and IV only ,
9. When shareholders pursue selfish strateglestuch {g_;_ltaklng large risks or paymg excesswe

cttangeﬁ but expected inflation increasesby 2
’Vbufr rtfolio will increase by more.than 2

dividends, these will result in

{Alno action by debtholders since theseare qﬁfty older CONCErns. .

{B) positive agency costs, as bondholderF m"?5 se*va'rlous restrictions and covenants, whlch will
diminish firmvalue. e

{C)investments of the same risk class that the f:rm is in.

(D)undertakmg scalé enhancing projects.

(E) iower agency costs, as shareholders have more control over the firm's assets.
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'10.When firms issue more debt, the tax shield on debt  the agency costs on debt {i.e., costs '
of financial distress) , and the agency costs on eqwty o
(A)increases; increases; increases
(B)decreases; decreases; decreases
(C) increases; increases; decreases )
- (D}decreases; decreases; increases “m r"""J
{E) increases; decreases; decreases - o
11.The pecking order states how financing b raised. In order to avoid asymmetric,
information problems and mi‘:»inten:)reta;7 4\]101] het er management is sendmg a sugnal on
-security overvaluation the firm's first rule is to
(A)finance with mternally generated funds.
(B) always issue debt then the market won t know when management thmks the security is-
overvalued.
(C) issue new equity first.
" (D)issue debt first.
(E) None of the above. =
12.1f you ignore taxes and transaction costs,[a stock re P rchase will:
I, reduce the total assets of a firm. -
ll. increase the earnings per share.
Ill. reduce the PEratio more than an equivalent stock dividend.
"IV. reduce the total equity of a flrm
(A}iandlll only
(B}!land IV, only
{C)1,11, and IV only
(D)1, 11, and IV only : m__m_.”____
(E)I, 1,0, and IV ' S
13.When the market risk premium rlses, st"‘E‘k‘J ri
{A)Rise :
‘(B)Fall
{C} Recover S
(D)Have excess volatility
{E) No change : :
14.Which of the following stock price observations would appear to contradict the weak form of
the efficient market hypothesis? — f ] :
{A) Over 25% of mutual funds outperform-th markelt on average
(B) Insiders earn abnormal trading profits o
(C) You could have consistently made super‘lgr'?"

o=

. ’ g i J

IFhs by buying stock after a 10% rise in price
and selling.aftera 10% fall e il : ‘

(D)You could have consistently made superior returns by forecasting future earnings
performance with your new Crystal Ball forecast methodology :

(E) The correlatlon between the market return one week and the return the followmg week i is

Zeroc
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15 The y:eld to maturity on a bond is _
{.  above the coupon rate when the bond sells at a discount, and be!ow the coupon rate
. when the bond sells at a premium L
Il the discount rate that will set the present value of the payments equal to the bond prlce '
lil. equal tothe true compou nd return onllnvestment only if all interest payments received-
- are reinvested at the yield to‘ matur’rtv*--;;’ : r'-'” '
(A}l only L

(B) It anly o ‘. - '
(€)1l only ' _j l‘\jj
-(D}i and H only - T
(E) 1, Il and LI} ‘ '

* 16.All other things equal, which of the following has the longest duration?
(A)A 20 year zero coupon bond yielding 10%
(B)A 20 year zero coupon bond yielding 11%
- {C) A20 year bond with a 9% coupon ylelgmg 10,4_
(D)A 20 year.bond with a 10% coupon yleidm 10%.
(E) A 20 year bond with a 10% coupon yi Idmg'i‘w _
17.8ond portfolio immunization techniques balance ' and risk.

(A) Price; reinvestment '
(B) Price; liquidity -

(C) Price; Credit
(D)Credit; liquidity
(E) Credit; reinvestment

18 The duration of a bond normally increases with an increase in .
. term-to-maturity _::i b

il. yield-to-maturity. o ._._,._j,_l,u .

il. coupon rate ' ”"‘:""
Aoy RIB TR

“{(B)iand ll only
(C)1 and lil only
(D)1t and 11t only

(B}, Nand Ml \ .

19 You write a put option on a stock. The proflt at contract matunty of the option posutlon is ,
where X equals the optlon'_gnst ke pr__f_, Sris the stock price at contract explration :

and P, is the original premium ofthe put—ip{om—* . S
(AYMax(Po, X- St - Pg) N -

" (B)Min(-Pg, X-5r-Pg) | - s
{C) Min{Pg, S7 X+ Pol . I |
(D)Max(Pg, St -X+ Pg} C
{E) Max({0, 57 -X- Pg}
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20.Which of the following is true? _
. A put optien on Snapple Beverage has an exercise price of $30. The current stock prlce of
Snapple Beverage is $24.25. The put option |s in the money. ‘ L
II; A call option on Brocklehurst Corp. has an exercise price of $30. The current stock price of
‘Brocklehurst Corp. is $32. The call optlon is out of the money. : -
IH Long call and long put 5|multaneouslyqsastra§egy40 make a profit if the stock prlce stays
stable.
(A}l only
(B) Ml only
(CYlonly .
(DM and Il on'Iy
* {E}1, Il and 1II |
- 21.According to the put- -call parity theorem the payoffs assocrated with ownershlp of a call.option -
can be replicated by ' . »
- {A)Shorting the underlying stock, borrowr_gt e pres nt value of the exerc:se pnce and wrltmg '
a put on the same underlying stock and-with the same exercise price .
(8) Buying the underlying stock, barrowing the present value of the exercise price, and buylng a
put on the same underlying stock and ltiﬁhe[ia e exercise price . ‘ -
(C} Buying the underlying stock, borrowir ’the*"pcer' t value of the exercise prlce and wrltmg a
put on the same underlying stock and with the same exercise price . .
(D)Shorting the underlying stock, lending the present value of the exercise prlce and buylng a’
put on the same underly[ng stock and with the same exercise prn:e _
- (E) Shorting the underlying stock, lending the present value of the exercise prlce and wntmg a
put on the same underlying stock and with the same exercise price
.22.)f you expect a stock market downturn, one-'potenﬂlaf defensrve strategy would be to '

——-vn-vlurw._"-—-—

{A)Buy stock index futures: _m._im
{B) Seli stock index futures r
- (C)Buy stock index cat} optlons ' T_J —_—

(D)Write stock index put options
(E) Sell foreign exchange futures _‘
23 An investor can design a nsky portfolio based on two stocks A and B. The standard deviation of _'
- return on stock A is 24% while the standard dewatlon on stock B is 14%. The correlation
coefficient between the return on A and B is 0.35. The: expected return on stock A is 25% while
on stock B it is 11%. The proportion of th'e__‘—m]—r_i_n}u‘[nmyariance portfolio that would be invested
e

instockBis ____ .. .
(A)45% . ! L= ) - J
{B)67% - _ “”;’ T
(C)75% , ]
. (D)85% : CLe

(E) 92%
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24.Afirm has a market value equai to It5 book value. Currently, ‘the fu’m has excess cash of 5600 S
and other assets of 55,400. Equity-is waorth $6,000. The firm has 500 shares of stock outstandlng
* and net income of $900. What will the new earmngs per share be if the firm uses its excess cash
- to complete a stock repurchase? : ’ :
{A)S$1.20
(B)$1.50
(C)$1.80

_..n._,__J ,.._,J ‘
(D)$2.00 o S |
© (E)$2.40 ej L_J L
_ 25.A$25 mvestmen‘c produces 527.50 at the'en e-vear with no risk.  Which of the followmg

is not true? -

. 1. NPV is positive if the mterest rate is less than 10%
1. NPV is negative if the interest rate is less than 10%.
. NPV is zero if the interest rate is equal t0.10%.

. (A)lonly - -
(B}l only
(C) 1l only
(D}l and lll only
(E) Il and Ilt only : .

26.Firm A is planning on merglng with Firm B. Firm A wilt pay Firm B’s stockholders the current
value of their stock in shares of Firm A. Firm A currently has 2,300 shares’ ‘of stock outstandmg
at a market price of $20 a share. Firm B has 1,800 shares outstandlng ata prlce of 515 a share..
~ What is the value per share of the merged firm?

{A)$19.00 ‘
(B)$19.18 ‘ o
(C)$19.44 . . . . =
{D)$20.00 | — T
(E} $20.33° ' I J 1—, ' :
: 27 Firm A is being acqwred by Flrm B for $24;0 derth bf Flrm B stock. The lncremental value of

~ the acquisition s $3,500. Firm A has 1,500 shares of stock outstandlng ata prlce of$15a share.
Firm B has 1,200 shares of stock outstanding at a prlce of $30 a share. What is the value per
share of Firm B after the acquisition?

(A)$17.50

(B)$24.00 .

(C)$30.00. - J“ r—
(D)$31.00 T J
{E) $35.00 ' o e ped

28.iennifer’s Boutique has 2, 100 shares outsl.taﬁi'dmg’ate‘ market price per share of $26. Sally’s has
3,000 shares outstanding at a market prlce ofS41a share Neither firm has any debt. Sally’s is
: acqunrlngJennlfer s for $58 000 in cash. What is the merger premium per share?
(A)51.43
(B)$1.62
{0)$1.81
{D)52.04
(E) $2.07




ByreshBREALI102245E Léﬂ:zﬁmea:ﬁr&e—ﬁmﬂ%evme EXES

BIE : PHEHE an:mes ' . EEEE sHE

‘ . ) o : . 1HEREEE Hgﬁﬁﬂﬁﬁ TRE © #RHE
4k 352 = o St g mENEREEES L BT o 2
- : - IRAE  BEEEE  HEANSHE ) B8 H

- 29.Which of the following are the factors for the Fama- French model?

(A)The excess market return, a size factor and a book-to-market factor.

(B)The excess market return, a debt factor, and’ a book-to- market factor.

(C) The excess.market return, a size factor and a debt.

(D)A debt factor, a size factor, and a book- to- market factor.

-(E) The excess market return, an rndustn factor, and a book-to-market factor.

" 30.Which of the following statements is most

(AYWhen dealing with independent pro
of 3 or less years), NPV, IRR, and mo‘j?le IRR al
.decisions for a given project.

(BYWhen dealing with mutually exclusive projects, the NPV and modified IRR methods always '
rank projects the same, but those rankings can conflict with rankings produced by the
discounted payback and the regular IRR methods. : _

{C) Multiple rates of return are possible wrth the regular IRR method but not with the modrfred

" IRR method, and this fact is one reaso‘n_gr enrb,yt e textbook for favorlng MIRR (or modlfled
IRR} over IRR. :

{D)Statements {A), (B), and (C) are false. [.

{E) Statemen_’rs (A) and (C} are true.

nked payback (usrng a payback requirement
ys lead to the same accept/reject

Il Essays (Total 20%)
1. Explain why it is that in an efficient market, m\restments have an expected NPV of zero. (6%)
2. Please defirie “mternal corporate governance" & “external corporate governance”? (6%} Who'
or which mechanisms pro\nde the functions of international corporate governance and external '

corporate governance respectively? (8%) .
. ) (B
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