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I. Fill i l l  the blanks, usitlg the tenns listed at the e11d of tltis question. 

(a) A11 issue of bo~lds that is sold si~nultaneously it1 several corl~llrics is called a(n) 

(b) If a Icnder ranks bchind tlle firm's general credito~s in the event of default, his or 

11er loan is said to be . 
(c) IJnsecured borlds are usually ter~ned . 
(d) Where there is ~ ( I I )  _ _, securities ale sold directly to a small group of 

i~lstitutional i~~vestors .  These securities cannot be resold to individual investors. 

(c) A(ll) bolld call be exchanged for shares of the issuing corporatio~l. 

7Fr.rrt.r lecist, j~rrded, Jloatirrg-r ate, er/rohortd, exercise pr ice, corttrrrerrial paper; 

corri~erfihle, fell11 lonrr, sr~hordirtnted, cnll, sirrlrirrg find, pririze r .a f~ ,  deherzttlre,~, 

rrrorfgn,qe horrd, ~~r ivn te  plncerizerit, prrhlic rssue, seriior: urlfirtded, er~r.odollnr, rate, 

lt,nr rnrif 

2. Machines A and J3 are mutually exclusive arld are expected to produce tlie 

following cash flows : 

CAS1-I FI,OWS, THOIJSANDS OF DOLLARS 

Machine C0 C 1 C2 C3 

'I'he o p p o ~  tunity cost of capital is 10 pelcenl. 

(a) C:alcrtlate the NPV of each lnaclline. 

(17) Use prescrlt valr~e tables to calculate the equivalent a~lnual cash flow from 

cacll ~naclline. 

(c) Wllich machine should you buy ? 

((1) Macliitlc C was purchased 5 years ago Tor $ 200,000 and produce a11 annual 

caslr flow of $80,000. It has lo salvage value but is expected to last anotller 5 

years. 'l'lle conlllally car1 replace ~llachine C with 0 either now or at IJte end of 

5 yeals. Wliicll should it tlo'? 

1 0%) 

3. (a) Company A's dividerids per share ale expected to grow i~idefinitely by 5 percent 

a year. IT next year's dividend is $10 arid tlie market capitalization rate is 8 

percent, what is the current stock price ? 

(b) Jf compaliy A were to distribute all its eanlings, it could nlaintai~l a level 

dividend stream of' $15 a share. IIow mucll, therefore, is the market actually 

payi11g per share for growth opportut~ilies 7 



10% 

4. Consider a three-factor AP'T model. The factors ant1 associated risk premiums are: 

Factor Risk Premium 

Change in GNP 5 % 

Cllange iri energy prices -1 

Cliange ill long-tcr~ii interest rates -1-2 

Calculate cxpected rates of return on the followirig stocks. Tlie risk-free interest rate 

is 7 percent. 

(a) A stoclc with averagc exposure to each factor (i.e., with b=l for each) 

(b) An aluminum company stock with average sensitivity to changes in interest 

rates a~id  GNP, I~ut negative exposure of b 1 . 5  to tlre energy factor. (The 

aluminnm conipany is energy-inlensive aud surfers when energy prices rise.) 

10%) 

5. A project costs $100,000 and offers a siligle $150,000 cash flow I year Ilencc. The 

project beta is 2 0, the ~iiarket risk prerninrn (I;,, - I > )  is G.5 percent, a ~ ~ d  the 

risk-fiee i~itcrest rate is 2.0 percent. Use [he capital asset pricing model to find the 

opportunity cost o r  capital and the preseot value of the project. 

1 O%, 

6. Conlpute the present value of interest tax sl~ields generated by following two debt 

issries Consider corporate taxes o~ily. 'I'he marginal tax rate is T,-0.35. 

(a) A f 1000, I-year loan at 8 percent. 

(b) A $1,000 pcrpeti~ity at 7 percent. 

1 O0/n 

7. Suppose that you hold a share of stock ant1 a put option 011 tliat share. Wllat is llle 

payoff M ~ I ~ I I  the option expires if: 

(a) The stock price is blow the exercise price? 

(I,) 'I hese is a~lotller strategy involving calls and borrnwir~g and lencling which gives 

the payoTTs as the stratcgy dcscribcd above. What is the alternative stralegy? 

10% 

8. Compa11y B has outstanding 10 lnil l io~~ warrants, each of which may be collverted 

into one share oC comlnon stock. Ass~lrne tllat net i~lcomc is $40 million and that 

there are 20 million shares outstantling. 

(a) Calculate earning per shares. 

(b) Calcr~lnte earnings per share on a f ~ ~ l l y  dili~led basis. 


