CHAPTER 3

RATIO ANALYSIS
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No effect
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No effect
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Current liabilities = $40,000
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Cash + accounts receivable = $40,000
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Sales = $200,000

Receivables = $10,000

Quick assets = cash + receivables = cash + $10,000 = $40,000
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Cash = $30,000 

Inventory = $20,000

Cash
$  30,000
Notes payable
$  40,000

Receivables
10,000
Long-term debt
20,000

Inventories
20,000
Common stock
15,000

Net plant
  40,000
Retained earnings
  25,000
Total assets
$100,00
Total claims
$100,00




Asset
Profit
Return on
3-4
(a)
Company
Turnover
Margin

Assets


A
3.00
10.0%
30.0%


B
1.53
12.1
18.5


C
2.33
7.9
18.3


D
1.70
7.9
13.4


E
2.14
13.3
28.6
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(b)
The five company averages are:
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Return on assets = 2 x 10% = 20%

The five-company averages are 2.00, 10%, and 20%. Company D has turnover, margin, and Return on Assets problems. Company B has turnover and Return on Assets problems. Company C has margin and Return on Assets problems. Company E is very good on all counts.

3-.
Cost of goods sold = 80% x sales

                              = 80% x $100,000 = $80,000

Gross profit = sales - cost of goods sold
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                    = $100,000 - $80,000 = $20,000


EBIT = $10,000

Gross profit = - operating expenses = EBIT

$20,000 - operating expenses = $10,000

Operating expenses = $10,000

Net income before taxes = EBIT - interest




= $10,000 - $2,000 = $8,000

Taxes = tax rate x net income before taxes 

= 40% x $8,000 = $3,200

Net income after taxes = net income before taxes - taxes

= $8,000 - $3,200 = $4,800

CAMILLE TOY COMPANY

Income Statement

Sales 




$100,000

Cost of goods sold


    80,000
Gross profit 



 $ 20,000

Operating expenses 

    10,000
Operating profit (EBIT)

$ 10,000

Interest expenses

      2,000
Net income before taxes

  $  8,000

Taxes at 40%


      3,200

Net income after taxes 

  $  4,800
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(a)
WILLIAMS COMPANY

Common-size Financial Statements




December 31, 2006 and 2007


2006
2007

Cash
7.0%
12.5%

Accounts receivable
11.4
13.2

Inventories
15.7
17.5
Total current assets
34.1%
43.2%

Net plant and equipment
65.9
56.8
Total assets
100.0%
100.0%

Accounts payable
11.4%
13.2%

Notes payable
8.7
7.4

Accrued payable
3.5
4.3
Total current debts
23.6%
24.9%

Long-term debt
26.2
21.4
Total liabilities
49.8%
46.3%

Common stock
43.7
42.4

Retained earnings
6.5
11.3
Total stockholder's equity
50.2%
53.7%
Total claims
100.0%
100.0%

Net sales
100.0%
100.0%

Cost of goods sold
60.9
62.4

Gross profit
39.1%
37.6%

Operating expenses
18.5
14.2

Depreciation charges
3.3
2.5

Interest expense
2.0
1.4
Total expenses
23.8%
18.1%
Net income before taxes
15.3%
19.5%

Income taxes at 30%
4.6
5.9
Net income after taxes
10.7%
13.7%

(b)
The common-size statements are the financial statements in percent form and provide a common basis for analysis. Comparisons can be made within the company and other companies of about the same size in the same industry. The common-size balance sheet shows that total current assets for 2007 have increased by almost 10 percent over 2006 and that total current liabilities for 2007 have increased by only 1.3 percent. The net result is that the working capital position did not make any investment in plant and equipment; the decreases in fixed assets are because of deductions for depreciation charges. The decreases in the ratio of total debt to total assets have resulted in the corresponding increase in the ratio of shareholders' equity to total assets.

The common-size income statement shows 1.5 percent increase in cost of goods sold and a corresponding decrease in the gross margin. This relatively modest change may indicate an increase in markdowns from original sales prices. The profit margin on sales for 2007 has increased by 3 percent over 2006. This is because the company has increased its operating efficiencies by increasing dollar sales without a corresponding increase in operating expenses. 

In summary, increases in net income after taxes and proceeds from the sale of common stock are reflected by increases in each current asset item. Increases in dollar decrease in gross margin may indicate an over investment in inventories. The overall financial condition and the operating results of the Sunshine Company have improved. However, the comparison of percentage changes on financial statements that occur from period to period, does not allow the financial analyst to determine if too many dollars are being invested in a specific category as compared to the industry. 

3-7
(a)
WILLIAMS
Industry
Comparison


Current ratio
55,500/32,000=1.7
2.0
Unfavorable


Quick ratio
33,000/32,000=1.0
1.0
In Line


Debt to total assets
59,500/128,000=46.3%
45.5%
In Line


Times interest earned
20,600/1,375=15.0
17.0
Unfavorable


Inventory turnover
61,500/22,500=2.7
3.5
Unfavorable


Collection period
(17,000 x 365) / 98,500 = 63
63.0
In Line


Asset turnover
98,500 / 128,500 = 0.77
4.0
Unfavorable


Profit margin on sales
13,457 / 98,500 = 13.7%
18.0%
Unfavorable


Return on total assets
13,457 / 128,500 = 10.5%
27.0%
Unfavorable


Return on equity
13,457 / 69,000 = 19.5%
35.0%
Unfavorable

(b)
Both the current ratio and the quick ratio indicate that the company's liquidity position is relatively satisfactory by comparison with the industry averages. The ratio of debt to total assets and the times-interest-earned ratio for the Sunshine Company are reasonably good when compared to the industry. With satisfactory leverage ratios accompanied by a favorable liquidity position, the company may be able to acquire more debt financing in the near future. 

The inventory turnover and the average collection period both indicate that the company's current assets are in line with the industry averages. However, the low fixed asset turnover underscores a possible over investment in plant and equipment. It is clear from this analysis that to improve the turnover ratios and profitability position of the firm, sales must increase without a corresponding increase in investment on fixed assets or some of its assets should be disposed. The profit margin on sales is low; it indicates that expenses are too high or that prices are too low or both. The poor return on total assets is directly attributable to the low profit margin on sales and the low fixed asset turnover. 

CHAPTER 4

LEVERAGE AND RISK ANALYSIS
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4-3
(a)





All Common Stock 
 All Debt
EBIT
$2,400 
 $2,400

Less: interest
 - 600
Earnings before taxes 
 $2,400
$1,800

Less: taxes at 50%
 1,200 
900
Earnings after taxes
  $1,200 
$ 900

( Number of common shares 
 ( 300 
(200

Earnings per share
 $4.00 
$4.50

(b) 
Common Stock 
Debt 
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                               BIT = $1,800 


(c)
EPS = ($1,800 - $0)(1 - 0.5) - $0    = 3

                                                       300
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(a) 
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(b)
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(c) DCL = DOL x DFL = 4 x 2 = 8

[image: image23.wmf]2

000

,

10

$

000

,

60

$

)

30

$

50

($

000

,

4

000

,

60

$

)

30

$

50

($

000

,

4

=

-

-

-

-

-

=


4-5
(a) 


(b)
Sales ($20 x 1,500)
$30,000

Fixed costs 
10,000

Variable costs ($10 x 1,500)
 15,000

Earnings before interest and taxes
$ 5,000


(((((

(c) 
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Thus, the break-even point is reduced from 1,000 units to 500 units as a result of the price increase from $20 to $30 per unit. Profits are $10 per unit greater than for each level of sales volume.


(d)
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4-6

 Common
Preferred 
  Debt  

EBIT
$ 125,000
$ 125,000
$ 125,000 


Interest
             0 
            0
      6,000

Profit before taxes 
$ 125,000 
 $125,000
$ 119,000


Taxes at 48%
    60,000 
   60,000 
   57,120

Profit after taxes
 $ 65,000
  $ 65,000 
$ 61,880


Preferred dividends
              0
      7,000
            0

Earnings available



to shareholders 
 $ 65,000
$ 58,000
$ 61,880


Shares outstanding
( 12,000 
( 10,000
 ( 10,000

EPS
 $ 5.41
$ 5.80
$ 6.19

The indifference EBIT point is computed as follows:
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           Debt Alternative                          Stock Alternative

EBIT = $36,000

Preferred Stock Alternative         Stock Alternative
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EBIT = $80,769

The EPS indifference point is $36,000 in EBIT for the debt and common stock alternatives: below that level of EBIT the common stock alternative will produce higher EPS and above that level of EBIT the debt alternative will produce higher EPS. The EPS indifference point is $80,769 in EBIT for the preferred stock and common stock alternative: below that point the common stock alternative will result in higher EPS and above that point the preferred stock alternative will produce higher EPS. If operating profits (EBIT) are indeed $125,000, the debt alternative is the best option.
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(a) 
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(b) 
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4-8
(a)
Average price per unit = ($12 + $8)/2 = $10
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Average variable cost per unit = ($6 + $4)/2 = $5

(b) Weighted average price per unit
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 Weighted average variable cost per unit 

               = $5.20   
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The sales volume for Product A is 9,231 (15,385 x 3/5) units and the sales volume for Project B is 6,154 (15,385 x 2/5).

CHAPTER 5

FINANCIAL PLANNING AND FORECASTING
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HUGHES COMPANY


Cash Budget


For Six Months Ending June 2008


January
  February 
  March
 April
May
June 
Credit sales
$20,000  
$20,000  
$20,000  
$20,000  
$20,000
$20,000

Collection
$20,000 
$20,000 
$20,000 
$20,000 
$20,000
$20,000

Credit purchases 
$10,000 
$10,000 
$10,000
$10,000 
$10,000
$10,000

Payments
$10,000
$10,000
$10,000
$10,000  
$10,000
$10,000

Wages and salaries 
3,000
3,000
3,000
3,000
3,000
3,000

Factory overhead    
1,000
1,000
1,000
1,000
1,000
1,000

Selling expenses     
1,500
1,500
1,500 
1,500
1,500
1,500

Administrative expense
500
500
500
500
500
500

Capital expenditures




10,000

Income taxes


5,000

Dividend payments


10,000

Interest charges





1,000

Total expenses
$16,000
$16,000
$31,000
$16,000
$26,000
$17,000
Net cash gain (loss)
$ 4,000
 $ 4,000
($11,000) 
$ 4,000
($ 6,000)
$ 3,000

Beginning cash balance
 10,000
  14,000
18,000
7,000
  11,000
  5,000
Cumulative cash balance
$14,000  
$18,000
$ 7,000
$11,000
$ 5,000
$ 8,000

Minimum cash balance
(10,000) 
(10,000)
(10,000)
(10,000) 
 (10,000)
(10,000)

Cash surplus
 4,000
$ 8,000

$ 1,000 

Cash deficit


$ 3,000

$ 5,000 
 $ 2,000
5-2
HUGHES COMPANY

Income Statement

For Six Months Ending June 30, 2008

Sales


$120,000



Cost of goods sold

Beginning inventory
$ 1,000

Raw materials purchased 
60,000

Direct labor 
18,000

Factory overhead 
6,000

Depreciation 
3,000
Total 
$88,000

Ending inventory 
8,000
80,000
Gross profit

$ 40,000

Selling expenses 
$ 9,000

Administrative expenses 
3,000
12,000
Operating profit 

$ 28,000

Interest expense 

1,000
Earnings before taxes 

$ 27,000

Taxes at 50% 

13,500

Earnings after taxes 

$13,500

5-3
HUHES COMPANY

Balance Sheet

For Six Months Ending June 30, 2008


Cash 
$10,000 
Accounts payable 
$10,000


Accounts receivable 
20,000 
Notes payable 
 2,000


Inventory 
8,000 
Accrued income taxes 
 23,500

Total current assets 
 $38,000 
Total current debts 
$35,500


Gross fixed assets 
$87,000 
Bonds (10%)
$20,000


Accumulated depreciation 
30,000 
Common stock  
 10,000


Net fixed assets 
 $57,000 
Retained earnings 
 29,500


Total assets 
$95,000 
Total claims 
$95,000
5-4
HUGHES COMPANY

Sources and Uses of Funds Statement

For Six Months Ending June 30, 2008

Earnings after taxes
$13,500
Accounts receivable
$ 1,000

Depreciation
3,000
Inventory
7,000

Notes payable
3,000
Gross fixed assets
10,000

Accrued income taxes
  8,500
Dividend payments
 10,000

Total sources
$28,000
Total uses
$28,000

5-5
WELLINGTON COMPANY 

Balance Sheet Items as Percent of Sales

December 31, 2007


Cash  
 5.0% 
 Accounts payable 
30.0%


Accounts receivable 
30.0 
 Accrued expenses 
  2.5   



Inventory  
20.0   
 Total current debts 
32.5%


Total current assets 
55.0%


Assets as percent of sales
55.0%


Less: spontaneous liabilities
-32.5   



Additional financing as percent of incremental sales
22.5%

Sales are scheduled to increase by $40,000 from $200,000 to $240,000. The $40,000 increase in sales necessitates $9,000 (22.5 percent of sales) in additional funds. The company's earnings after taxes are 8 percent on sales or $19,200 ($240,000 x 0.08). Because the company will retain 30 percent of its earnings, its retained earnings will increase by $5,760 ($19,200 x 0.30). If we subtract these retained earnings of $5,760 from $9,000 that must be financed, we find that the company will need an additional amount of $3,240 ($9,000 - $5,760).

5-6
(a)
February 
March
April
May
June

Sales
$60,000
$70,000
$75,000  
$95,000
$110,000



Credit sales (90%)
$54,000
$63,000
67,500
$85,500
$ 99,000


Cash (10%)
$ 6,000
$ 7,000  
 $ 7,500
 $ 9,500
$ 11,000


Collections:


1st month (60%)

37,800
40,500
51,300


2nd month (40%)

21,600
25,200
27,000


Total receipts


$66,900
$75,200
$ 89,300




(((
(((
 ((( 
(b)
Accounts receivable at the end of June

90% of June sales
 $ 99,000

40% of May credit sales
34,200

Total accounts receivable
$133,200
5-7
Projected sales = $3,000,000

Net income = 6% of sales = $3,000,000 x 0.06 = $180,000


Balance Sheet Items

Assumptions

Cash
$   90,000
Minimum cash balance


Accounts payable
450,000  
15% of sales


Inventory
300,000  
10% of sales


Fixed assets
1,275,000  
No change  


Total assets
 $2,115,000 



 ((((((((

Financing required
$ 435,000   
Plug item


Accounts payable
120,000   
4% of sales


Long-term debt
360,000


Common stock
300,000


Retained earnings
900,000

$720,000 + $180,000 (net income)


Total claims
 $2,115,000


(((((
5-8
Sources



Uses

Accounts receivable
$11,000
Marketable securities
$ 3,000


Depreciation
3,000
Inventories
10,000


Retained earnings
    5,000
Notes payable
   6,000

Total sources
$19,000
Total uses
$19,000

Thus, retained earnings increase by $5,000.

5-9
(a)
CHRISTOPHER COMPANY

Balance Sheet Items of Percent of Sales

As of December 31, 2007


Cash                           
  
2.0%    
Accounts payable        
10.0%


Accounts receivable   
          17.0       
Accruals                   

   5.0

Inventories                             20.0       
Mortgage bonds    

Not applicable


Fixed assets (net)                  30.0 
  
Common stock      

Not applicable

            


            

Retained earnings 

Not applicable

Total assets            
        69.0%   

Total claims            

15.0%


Assets as percent of sales                           




69.0%


Less: spontaneous debts                              




15.0 


Additional financing as percent of incremental sales 


54.0%

(b)
Sales are scheduled to increase by $60,000. Applying the 54 percent developed in (a), the Christopher Company will need $32,400 ($60,000 x 0.54). Some of that need will be met by retained earnings; its retained earnings will increase by $3,200 (2% of $160,000). Thus, the company will need an additional amount of $29,200 from new sources.

CHAPTER 6

AN OVERVIEW OF WORKING CAPITAL MANAGEMENT
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(a)
Sales

$500,000

EBT (10% of sales)
50,000

Less: taxes at 40%
  20,000
EAT

$ 30,000
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(b)

(c)
New total assets = $200,000 + $50,000 = $250,000

Earnings
$50,000

Less: interest (5% of $50,000)
    2,500
Earnings before taxes
$47,500

Less: taxes at 40%
 19,000
Earnings after taxes
$28,500

Return on total assets 

[image: image37.wmf]
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Current Assets/Sales
30%
50% 
70%


Sales

$200,000
$200,000
$200,000


Earnings after taxes
$ 20,000
$ 20,000
$ 20,000


Current assets
$ 60,000
$100,000
$140,000


Fixed assets
    50,000
    50,000
    50,000

Total assets
$110,000
$150,000
$190,000


Rate of return on assets    
18.2%
13.3%
10.5%

6-3
(a)

Conservative
Moderate
Aggressive

Total assets
$200,000
$200,000
$200,000


Equity

$100,000
$100,000
$100,000


Short-term debt (7%)
-
$ 50,000
$100,000


Long-term debt (10%)
$100,000
$ 50,000
-


EBT (20% of assets)
$ 40,000
$ 40,000
$ 40,000


Less: interest
   10,000
   8,500
  7,000



$ 30,000
$ 31,500
$ 33,000


Less: taxes at 50%
   15,000
   15,750
$ 16,500

EAT

$ 15,000
$ 15,750
$ 16,500


Return on equity
15.00%
15.75%
   16.50%

(b)


Conservative
Moderate 
Aggressive

Current assets
$100,000
$100,000
$100,000


Short-term debt
             0
    50,000
  100,000

Current ratio
Infinite
2 to 1
1 to 1

6-4


Alternative A
Alternative B

Fixed assets
$1,000,000
$1,000,000


Current assets
 1,000,000
     400,000

Total assets
$2,000,000
$1,400,000


Short-term debt (5%)
$   100,000
$  500,000


Long-term debt (10%)
   900,000
     200,000

Total debt
$1,000,000
$  700,000


Equity

  1,000,000
     700,000

Total debt & net worth
$2,000,000
$1,400,000


EBIT

$  200,000
$  200,000


Less: interest
       95,000
       45,000

EBT

$  105,000
$  155,000


Less: taxes at 50%
    52,500
      77,500

EAT

$   52,500
$   77,500


Rate of return on equity
5.25%
11.07%


Current ratio 
10 to 1
0.8 to 1

6-5
(a)
 $20,000 - $16,000 = $4,000

(b)
New level of current assets

($16,000/$40,000)($52,000) = $20,800

$16,000 + 0.25($12,000) = $19,000

Thus, $20,800 - $19,000 = $1,800 would be raised by other sources of current liabilities, and $12,000 - $4,800 = $7,200 would be raised by long-term sources of funds.

(c)
Finance the entire $12,000 with short-term financing.

6-6
(a)
Earnings = $100,000 x 0.20 = $20,000


Total assets = $20,000 + $30,000 = $50,000



Asset turnover = Sales/Total Assets



= $100,000/$50,000 = 2.0 times


Return on assets = EBT/Total Assets


  =$20,000/$50,000 = 0.40

(b) $20,000/($50,000 - $20,000) = 0.67

(c)
$20,000/($50,000 + $20,000) = 0.29

6-7
$100,000/5 = $20,000
additional current assets required


$200,000 x 0.10 = $20,000
profits


$20,000 - $20,000 = $0.00
external financing required

6-8
$100,000 x 0.40 + $70,000 x 0.10 + $50,000 x 0.50 = $72,000

CHAPTER 7

CURRENT ASSET MANAGEMENT
7-1
(a)
Cash cycle = 60 days + 80 days – 50 days = 90 days
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(b)
Cash turnover 
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Minimum cash 


(d)
Cash cycle = 60 days + 80 days - 68 days = 72 days
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Minimum cash / New Cash turnover

Savings = 0.20($500,000 - $400,000) = $20,000

7-2
(a)
The adoption of a lock-box system would save a total of 3 days.

The amount of reduction in cash balance = 3 x $1,000,000




                                                      = $3,000,000

(b)
The opportunity cost in $ = $3,000,000 x 0.05 = $150,000

(c)
The system should be adopted because the opportunity cost of the current system ($150,000) is greater than the cost of the lock-box system ($50,000).

7-3
Credit sales = $12,500,000 x 80% = $10,000,000
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Current receivable turnover 
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Increase in unit sales volume 
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Marginal profit on sales
(2,000)($1,000 - $800)
$400,000

New level of receivables
[$10,000,000(1 + 0.20)]/5
$2,400,000

Current level of receivables
$10,000,000/10
1,000,000
Additional receivables

$1,400,000

Cost of marginal investment
$1,400,000 x 0.10
140,000

Bad-debt losses—new policy
$12,000,000 x 0.02 
$ 240,000

Bad-debt losses—current policy
$10,000,000 x 0.01
 100,000
Cost of marginal bad debt losses 

 140,000
Net gain from new credit policy

$120,000

Because the marginal profit on sales of $400,000 exceeds the marginal cost of $280,000 ($140,000 + $140,000), Corner Creations by Dana should adopt the proposed credit policy.

7-4
Credit
Marginal Profit
Additional
Marginal

Policy 
on Sales
Receivables
Investment 
Gain
A
$5,000
$18,000
$3,600
$1400

B
4,000
15,000
3,000
1000

C
3,000
15,000
3,000
0

D
2,000
16,000
3,200
<1200>

E
1,000
14,000
2,800
<1800>
To produce the greatest gain, the company should select Policy A.
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7-5
(a)

(b) [image: image46.wmf]units
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Optimum # of orders =  
(c) [image: image47.wmf]Total inventory cost 



= $2,000 + $2,000



= $4,000


(d)
Because the company will have to place an order of 2,000 
units every ten days 



200 days/20 orders), the daily rate of use is 200 units (2,000 units/10 days).

Reorder point = 500 + 2 x 200 = 900 units

(e)
Total inventory cost at 3,000 boxes
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= $4,333

Because the total inventory cost at 2,000 boxes was $4,000, the total inventory cost would increase by $333

($4,333 - $4,000).

Saving = $0.02 x 40,000 = $800

The savings exceed the total inventory cost increase and consequently the

company should take the quantity discount.

[image: image49.wmf]000

,

3

100

$

000

,

40

2

000

,

3

2

$

´

+

´

=


7-6

Since the order size of 400 watches gives us the lowest total inventory cost, it is the economic order quantity.

7-7

[image: image50.wmf]866

$

267

100

$

600

,

1

2

267

2

$

)

(

820

$

320

100

$

600

,

1

2

320

2

$

)

(

800

$

400

100

$

600

,

1

2

400

2

$

)

(

833

$

533

100

$

600

,

1

2

533

2

$

)

(

000

,

1

$

800

100

$

600

,

1

2

800

2

$

)

(

=

´

+

´

=

´

+

´

=

´

+

´

=

´

+

´

=

´

+

´

e

d

c

b

a

Thus, the bond has a higher yield than the Treasury bill.

7-8
(a)
Additional sales
$200,000

Accounts un-collectible (10% of sales)
  20,000

Incremental revenue
$180,000

Production and selling cost (80% of sales)
160,000
Income before taxes
$  20,000

Taxes at 40%
8,000
Incremental income after taxes
$  12,000

(b)
Incremental return on sales = $12,000/$200,000 = 6%

7-9
(a)
Total inventory cost = [$1.50(5,000/2 + 200)] + $15 x 4





         = $4,110

[image: image51.wmf]
(b)


[image: image52.wmf]units

 

632

50

.

1

$

15

$

000

,

20

2

=

´

´

=

EOQ


(c)
 Total inventory cost 



= $1,248.68

7-10
Profit = $500,000 x 0.15 - $60,000 = $15,000

CHAPTER 8

SOURCES OF SHORT-TERM FINANCING
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8-1
(a)


(b)
(1) March 20: $490


(2) March 30: $3,360



(3) April 10: $1,455



(4) March 20: $4,312

[image: image54.wmf]8-2 

The bank loan should be chosen because it is cheaper than the other two alternatives.

8-3
(a)
Face value of account
$10,000



Less: reserve (0.20 x $10,000)
2,000



factoring fees (0.03 x $10,000)
    300


Funds available for advance
$ 7,700



Less: interest on advance (0.01 x $7,700)
      77


Net proceeds from advance
 $ 7,623
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8-4 

8-5
The interest charge in dollars over the entire credit life is 
the monthly payment times the total number of payments minus the amount borrowed (cash price - down payment). For example, the interest charge in dollars for Creditor A is $6,000 ($300 x 60 - $12,000). 
[image: image57.wmf]%

3

.

13

75

10

)

(

%

3

.

14

10

20

100

10

)

(

%

1

.

11

90

10

)

(

=

=

-

-

=

c

b

a

By financial calculator:

(a) 17.3%

(b) 25.4%

(c) 3.67%

(d) 3.43%

(e) 31.6%

8-6 
Factoring commission (0.02 x $3,600,000)
$72,000

Less: savings ($3,000 x 12)
  36,000
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Net factoring fee
$36,000

8-7
(a)
Dollar cost = ($35,000)0.10 + ($15,000)0.01 = $3,650

(b)
Percentage cost = $3,650/$35,000 = 10.42%

(c)
Dollar cost = ($20,000)0.10 + ($30,000)0.01 = $2,300

Percentage cost = $2,300/$20,000 = 11.5%

8-8
Citizens Bank and Trust:


4500

x
360     =    .111  =  11.1%

      45000 – 4500

360



Benchmark Community Bank



4950

x
360    =      4950      =  .124    =   12.4%


     45000 – 4500

360           40050

8-9
(a)
   10        =   12.5%



100-20


(b)
   10        =   11.1%



100-10


(c)
   10         =   10.0%



100

8-10

Benchmark Community Bank


Citizens  Bank and Trust


10/(100-20) = 12.5%               

              13%

Thus, the Benchmark Community Bank is making the better offer.

CHAPTER 9

TIME VALUE OF MONEY
9-1 To find the future value of a current present value, use FVn = PV x FVIFn,i.


BY TABLE

(a) FV10 = $2,000 x FVIF10,8% = $2,000 x 2.159 = $4,318

(b) FV40 = $2,000 x FVIF40,2% = $2,000 x 2.208 = $4,416

(c) FV40 = $2,000 x FVIF40,3% = $2,000 x 3.262 = $6,524


BY FINANCIAL CALCULATOR

(a) $4317.85

(b) $4416.07

(c) $6524.07

(d) $6638.92

(e) $6640.00

9-2
To find the future value of an annuity, use FVA = CF x FVAIFn,i. 

(a)
FVA = $3,000 x FVAIF10,8% = $3,000 x 14.487 = $43,461

(b)
FVA = $1,500 x FVAIF20,4% = $1,500 x 29.778 = $44,667

(c)
FVA = $  100 x FVAIF120,.667% = $ 18294.60 (by financial calculator)

9-3
To find the present value of a future value, use PV = FV x PVIFn,i.

(a)
PV = $1,000 x PVIF10,6% = $1,000 x 0.558 = $  558

(b)
PV = $2,000 x PVIF10,3% = $2,000 x 0.744 = $1,488

(c)
 $1215.58 (by financial calculator)

9-4
To find the present value of an annuity, use PVA = CF x PVAIFn,i.

(a)
PVA = $2,000 x PVAIF10,8% = $2,000 x 6.71  = $13,420 and by financial calculator, $13420.16

(b)
PVA = $2,000 x PVAIF20,5% = $2,000 x 12.462 = $24,924 and by financial calculator, $24924.42

(c)
PVA = $3,000 x PVAIF48,1% or by financial calculator, $113921.88.

9-5 ANNUAL COMPOUNDING 


To solve this problem, use either FVn = PV x FVIFn,i or PV = FVn x PVIFn,i.

$3 = $1 x FVIFn,6%; FVIFn,6% = 3; Table A shows that to triple $1 at 6 percent, it takes slightly less than 19 years.

$1 = $3 x PVIFn,6%; PVIFn,6% = 0.333; Table C shows that to triple $1 at 6 percent, it takes slightly less than 19 years.


Or by financial calculator, 18.85 years

COMPOUNDING (by financial calculator)

Semiannual          18.58 years

Quarterly             18.44 years

Monthly               18.36 years

Daily                    18.31 years

9-6
To solve this problem, use CF = PVA ÷ PVAIFn,i.

CF = $20,000 ÷ PVAIF20,2% = $20,000 ÷ 16.351 = $1,223


Or by financial calculator, $1223.13
.

9-7
To determine the interest rate of the note, use PVAIFn,i = PVA / CF.

PVAIF4,i = $10,161 ÷ $3,000 = 3.387; Table D shows that the interest rate of the note is 7

 percent. Or, by financial calculator, 7.0028%.

9-8
PVIFn,1% = $15,000 ÷ $383 = 39.164; Table D shows that it will take 50 months to pay the balance and the interest. Or by financial calculator:  49.95 Months

9-9 
Bond Value = CF x  PVAIFn,i + FVn x  PVIFn,i
                    = $60 x PVAIF40,5% + $1,000 x PVIF40,5%
                                = $60 x 17.159 + $1,000 x 0.142

                                = $1,171.54


Or, by financial calculator,  $1171.59.

9-10
PV = $200 x 0.909 + $300 x 0.826 + $400 x 0.751 = $730

9-11
PVA = $20,000 x PVAIF10,10% x PVIF15,10%
         = $20,000 x 6.145 x 0.239

                     = $29,373


Or by financial calculator:  $29,419.21

9-12
PVA = $10,000 x PVAIF9,10% 

         = $10,000 x 5.759

         = $57,590


Or by financial calculator:  $57,590.24

9-13
a)  $1,330.61 per month


b)  Month               Balance           Principal              Interest

                      1                $199839.06        $163.94             $1166.67

                      2                $199671.17        $164.89             $1165.70

                      3                $199505.31        $165.86             $1164.75

            c)   Principal  =  $73524.67;   Interest  =  $220539.03

            d)  $467.05   =  new payment of $1797.66  less old payment of $1330.61

                  Savings:  30 year loan cost ($1330.61 x 360) or $479019.60

                                  15 year loan cost ($1797.66 x 180) or $323578.80
                                                                DIFFERENCE        $155440.80

9-14
PVA = $100,000 x (1 + PVAIF9,12%)

         = $100,000 x (1 + 5.328)

         = $632,800

Or solving for the annuity due by financial calculator:  $632824.98

Dan should take the $700,000 because it is greater than the present value of the $100,000 annuity ($632,824.98).

9-15
You have to solve this problem in two steps. First, you must determine how much you need to have at age 65 to provide a 20-year monthly payment of $3,000, given the 10 percent rate of return.


By financial calculator, solve for the present value of the annuity or $310873.86

Second, you must calculate how much you need to set aside monthly so that your savings will grow to the needed $310873.86 by age 65 to fund the 20 year monthly retirement payment of $3000.


By financial calculator, solve for the 15 year monthly payment necessary to produce the 


future value of the annuity of $310873.86. And the monthly payment is $750.05.

If Mr. Liles invests $750.05 every month at the end of each month at 10 percent, he will have accumulated $810,873.86 at age 65. This will allow him to withdraw $3,000 a month for 20 years after retirement.

9-16
Bond Price = $100 x PVAIF10,8% + $1,000 x PVIF10,8%
                               = $100 x 6.710 + $1,000 x 0.463

                               = $1,134 or by financial calculator,  $1134.20.

9-17 By financial calculator, solve for the rate of return give PV, FV, and N.

Answer = 8.79%
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9-18
(a)
Growth rate at the end one year:
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Growth rate at the end of two years:

(b)
Current dividend yield = $1.05/20 = 5.25%

(c)
Total rate of return $1.05/20 + 5% = 10.25%

9-19
By financial calculator, solving for payment required = $585.00.


Total principal + interest paid  =   $585 x 60  =  $35,100.49.

9-20 By financial calculator:


(a)
Monthly payment = $1,663.26

(b)
$   1,663.26     
monthly payments

x           360    

months   

$598,772.25     
total

- 250,000.00     
principal 

$ 348,772.25     
interest payment

(c) After 15 years, Lillian’s loan balance is $185,047.18 (by financial calculator and 



using the amortization schedule).



At the new rate of 5% on the balance of $185,047.18, Lillian’s new payment would 



drop to $1463.34 per month for the remaining 15 years.

Difference between old and new payments:   $1663.26 - $1463.34 = $199.92.

And the present value of $199.92 per month for 15 years or 180 months is 

$25,280.93 so she would save this much by refinancing.

CHAPTER 10

VALUATION
10-1 By financial calculator:


(a)
$843.52 (FV=1000;PMT=110;N=10;IY=14;PY=1;CPT PV)


(b)
$1061.45


(c)
$1000.00


(d)
$1128.35

10-2 By financial calculator:


(a)
$1376.54 (FV=1000;PMT=40;N=40;IY=5;PY=2;CPT PV)


(b)
$1000.00


(c)
$828.41

10-3 By  financial calculator:


(a)
$981.82 (FV=1000;PMT=90;N=1;IY=11;PY=1;CPT PV)


(b)
$926.08


(c)
$882.22


(d)
$840.73


(e)
$826.12

10-4 Annual coupon interest = Coupon interest rate x par value of $1000





  =
     .09

   x
    $1000





  =  90

10-5 Since the yield to maturity on the bond equals the coupon interest rate, the bond’s present value or current price must equal its par value of $1000.

10-6 By financial calculator, the correct market price is:


N
=  40 (or 4 quarters per year times 10 years)


IY
=  13 (or the required market yield to maturity of the bond)


PMT
=  $25 (or coupon interest rate of 10% times par value of $1000 =    



    $100 per year and  $25 per quarter since interest is paid quarterly)


FV
=  $1000 (principal or par to be received by the bondholder at maturity)


PY
=  4 (or the number of compounding periods per year)


CPT, PV
=  $833.44

So the Sally Ruth Corporate bond is overpriced by (884 – 833.44) or $50.56. If William buys this bond at the $884 price, he will not earn the market yield to maturity of 13%. Instead, his yield to maturity (by financial calculator, solving for IY with a PV of $884) would be 12%.

10-7
Pp or Price of Preferred Stock = Dp/Kp or annual $ dividend divided by the 


investor’s required return.


Pp = $3.00 / .095


    = $31.58 per share of preferred stock

10-8
Find the price of preferred stock as shown in problem 10-7 above.


(a)
$75.00 or $6.00 / .08


(b)
$60.00


(c)
$50.00

10-9 Po  =    Dc


            Ke 


Po  =  $3.50 / .12


Po  =  $29.17

Where:


Po   =   Current Price of Common Stock  


Dc   =  Constant Dividend per share (since no growth)


Ke   =  Common stockholder’s required return

10-10
P0  =  D1 / (Ke - g)


P0  =  $4.30 / (.15 - .05)


P0  =  $43.00 per common share

Where:


P0   =  Current common stock price


D1  =  Expected dividend per common share next year


Ke  =  Investor’s required return commensurate with risk


  g  =  Firm’s expected constant growth rate in earnings

10-11
(a)
P0   =   $3.10 / (.13 - .03)  =  $31 per share (see 10-10)


(b)
P0   =   $3.10 / (.18 - .03)  =  $20.67 per share (see 10-10)


(c)
P0   =   $3.10 / (.13 - .06)  =   $44.29 per share (see 10-10)


(d)
P0   =   $3.80 / (.13 - .03)  =   $38 per share (see 10-10)

10.12
P0   =   D1 / (Ke - g)


D1  =   Last year’s dividend or D0 times (1 + g)


D1  =   $5.00 x (1 + .06)  =  $5.30  dividend per share next year


P0   =   $5.30 / (.15 - .06)


P0   =   $58.89 per common share

10-13
P0   =   D1 / (Ke - g)  (see problem 10-12)


D1  =   Last year’s dividend or D0 times (1 + g)


D1  =   $0.50 x (1 + .03)  =  $0.52 dividend per share next year


P0   =   $0.515 / (.12 - .03)


P0   =   $5.72 per common share

10-14
P0   =   D1 / (Ke - g) (see problem 10-10)


P0   =   $2.30 / (.19 - .07)


P0   =   $19.17 per common share

10-15
(a)
Common stock price increases.


(b)
Common stock price decreases.


(c)
Common stock price decreases.

10-16
TWO STAGE GROWTH


          5


P0  =  ∑   3.00 (1+ .25)t  +  P5      .

         t=1    (1 + .13)t         (1 + .13)5
Where: 


P5  =       D6         =  120.25  and  D6  =  D5 (1+ gn)  =  9.16 (1 +.05)1  =  9.62


(.13 –.05)


Present value of dividends during supernormal growth period


P0  =  3.00(1+.25)1  +   3.00(1+.25)2  +  3.00(1+.25)3  +  3.00(1+.25)4  +  3.00(1+.25)5   


            (1+.13)1              (1+.13)2             (1+.13)3              (1+.13)4            (1+.13)5 


Present value of stock price at end of supernormal growth period


+                       (3.00(1+.25)5)  (1+.05)1  

                                               (.13 -.05   )                                .

                                                (1+  .13)5    

Where:



P5  =  (3.00(1+.25)5)  (1+.05)1  and  D6  =  (3.00(1+.25)5)  (1+.05)1        

                                     (.13 -.05 )


P0  =  3.75/(1+.13)1  +  4.69/(1+.13)2  +  5.86/(1+.13)3  +  7.32/(1+.13)4  +  9.16/(1+.13)5


9.16 (1 + .05)

+                        (.13 - .05)                        .
                                       (1+  .12)5

=  3.32  +  3.67  +  4.06  +  4.49  +  4.97  +  120.25/(1.13)5 


=  20.51  +  65.27


=  $85.78 or the Camille’s Jewelry Corporation common stock price with two-stage 



growth.

CHAPTER 11

COST OF CAPITAL
11-1 kD =  Y (1 – t)


kD = 0.124 (1 - 0.40) = 7.4%

11-2
Kp =  Dp / (Pp – F)


Where:


Kp  =   Investor’s required return on preferred stock


Dp  =  Dividend in $ per share on preferred stock


F    =  Flotation cost in $ per share


Kp  =   $4.20 / $40  =  10.5%

11-3
Ke  =   D1/P0  +  g


Where:


Ke  =   Investor’s required return on common stock


D1  =   Expected dividend in $ per share next year


P0  =    Current common stock price in $ per share


g   =    Firm’s expected constant growth rate in earnings


Ke  =   ($ 4 / $54) + 0.09 = 16.4%

11-4








      Component
Weighted

Capital            

  Book Value   
Weight      
Cost       
Cost
Debt                   
$100,000     

0.50       
7.4%      
3.700%

Preferred stock      
    50,000     

0.25               10.5       
2.625

Common stock   
    50,000 
            0.25   
          16.4   

4.100
Total 

            $200,000     

1.00        
                      10.425%
11-5








        Component
 Weighted

Capital        

   Market Value  
 Weight    
  Cost     
  Cost
Debt     
                  $ 90,000     
  0.30     
  7.4%   
    2.22%

Preferred stock   
         60,000      
  0.20  

10.5  

    2.10

Common stock       
       150,000   

  0.50      
16.4       
    8.20
Total      
                 $300,000  

  1.00   

              12.52%
11-6
(a)
To maintain its current capital structure, the firm must finance 50 percent of its $1 million expansion program through common equity. Because retained earnings are estimated to be $200,000, the firm must obtain an external equity of $300,000.


(b)
KD  =  4.74%



Kp  =  9.2%



Cost of retained earnings or Ke 



Or Ke   =  D1/ P0  +  g




=  $2(1 + 0.05) / $50  +  0.05  =  9.2%



Cost of new common stock or Kn


Or



Kn  =  $2(1 + 0.05)  /  ($50-$10)  +  0.05  =  10.25%









Component  
 Weighted

Capital          

Target Amount   
Weight   
   Cost    
   Cost   
Debt                   
 $ 300,000       
 0.3        
4.74%     
1.422%

Preferred stock       
    200,000       
 0.2        
9.20      
1.840

Retained earnings   
    200,000       
 0.2       
9.20      
1.840

Common stock (new) 
    300,000      

 0.3                10.25      
3.075
Total                  
$1,000,000      
 1.0                  

8.177%     

11-7
(a) To compute the annual growth rate of dividends, use PV = FVn x PVIFn,g, where g = i.

1999 dividend  =  2004 dividend  /  (1 + g)5


             =  199 dividend  x  PVIF5,g

$1.50 = $2 x PVIF5,g;  PVIF5,g = $1.50 / $2 = 0.75

If you look across the five-year row in Table C at the end of this book, the discount factor 0.75 is approximately under the 6 percent column. This 6 percent is the growth rate of dividends.


Or by financial calculator:


PV  =  -1.50


N    =  5


FV  =  2.00


CPT; IY  =  5.92%


(b)
Ke  =  $2.10  /  $25  +  0.0592  =  14.32%


(c)
Cost of New Common Stock  =  $2.10  /  ($25 - $5)  +  0.0592  =  16.35%



Where F  =  Flotation cost in $ per share

11-8
(a)
EBIT 
$1,500

Less: interest (8% of $5,000) 
400
Earnings before taxes 
 $1,100

Less: taxes at 50% 
550
Earnings after taxes 
$ 550

Market value of stock ($550/0.10)
$ 5,500

Market value of debt
5,000
Total value of the firm
$10,500

(b) Overall Cost of Capital  =  EAT  +  Interest  /  Value of Firm

                                                   =  $550  +  $200  /  $10,500  =  7.14%

OR

Kw   =   Y(1-t) (WD)  +  Ke (We)

Kw   =   8%(1-.5) (5,000/10500)  +  10% (5,500/10,500)

Kw   =   4% (.476)  +  10% (.524)

Kw   =   1.9%  +  5.24%

Kw   =   7.14%

11-9
RA = 0.05 + (0.10 - 0.05)(1.5) =  12.5% < 15%
undervalued

RB = 0.05 + (0.10 - 0.05)(1.3) =  11.5% < 20%
undervalued

RC = 0.05 + (0.10 - 0.05)(0.8) =  9.0% > 8% 

overvalued

RD = 0.05 + (0.10 - 0.05)(0.7) =  8.5% < 10%
undervalued

RE = 0.05 + (0.10 - 0.05)(1.1)  =  10.5% > 9%
overvalued


CHAPTER 12


CAPITAL BUDGETING UNDER CERTAINTY
12-1
(a)
Net Cash Investment


Book value of old equipment
$ 5,000


Less: 
market value of old equipment 
2,000

Operating loss due to sale
$ 3,000


x Tax rate 
x 0.50

Tax savings 
$ 1,500


Price of new equipment 

$20,000


Less: 
tax savings
$1,500



market value of old equipment
2,000
3,500


Net cash investment 

$16,500


(b)
Annual Net Cash Flows


Cash savings

$ 2,000


Additional sales

4,000

Additional revenues

$ 6,000


Less: 
additional depreciation



depreciation of new equipment
$4,000



depreciation of old equipment
(1,000)
3,000

Taxable income 

$ 3,000


Less: 
taxes at 50% 
 
1,500

Earnings after taxes 

$ 1,500


Add: 
additional depreciation 

3,000


Annual net cash flows 

$ 4,500
12-2 (a)


Year 1  
  Year 2  
  Year 3 

Revenues 

$20,000
$20,000
 $20,000

 
Less: 
operating cost 
4,500
4,500
4,500

 

Depreciation 
  4,500
  3,000
  1,500

Taxable income 
$11,000
$12,500
$14,000


Less: 
taxes at 40% 
  4,400
  5,000
  5,600

Earnings after taxes 
$ 6,600
$ 7,500
$ 8,400


Add: 
depreciation 
  4,500
  3,000
  1,500


Annual net cash flows
$11,100 
$10,500
 $ 9,900

(b)
Revenues



$20,000
$20,000
$20,000

Less:
operating cost


4,500
4,500
4,500




depreciation


  6,000
  2,000
1,000
Taxable income


$ 9,500
$13,500
$14,500

Less: taxes at 40%


  3,800 
   5,400
5,800
Earnings after taxes


$ 5,700
$ 8,100 
 $ 8,700

Add: depreciation


  6,000
   2,000
1,000

Annual net cash flows 

11,700
$10,100
$ 9,700

12-3
(a)
Net Cash Investment

Book value of old machine



  $ 5,000

Less: market value of old machine


     4,000
Operating loss due to sale



  $ 1,000

x Tax rate



 

   x  0.40
Tax savings





   $   400

Purchase price of new machine           

  $ 8,000

Freight and installation cost                

     2,000
Total cost of new machine                 


 $10,000

Less: tax savings                      $  400

   market value of old machine  4,000 

     4,400

Net cash investment



      
  $ 5,600

(b)
Incremental Net Cash Flows

OLD MACHINE






 
Years 1-5


Revenues





$2,000

Less:
operating cost




     500

Depreciation




  1,000
Taxable income




 $  500

Less: taxes at 40%




     200
Earnings after taxes




 $  300

Add: depreciation




  1,000
Annual net cash flows




$1,300



NEW MACHINE


Year 1 
Year 2
Year 3 
Year 4
 Year 5 
Year 6
Revenues 

$10,000
$9,000 
 $8,000
 $7,000
 $6,000 
$5,500

Operating cost 
3,500
 3,500 
 3,500
 3,500
3,500
3,500

Depreciation 

2,000
 2,000 
 2,000
 2,000
 2,000
______

Taxable income 
$ 4,500
$3,500 
 $2,500
 $1,500
 $ 500
$2,000

Taxes at 40% 

1,800
2,400 
 1,000
 600
 200
 800
EAT 
 

$ 2,700
$2,100
 $1,500
 $ 900
 $ 300
 $1,200

Depreciation 

2,000 
2,000
 2,000
 2,000
 2,000

Net cash flows 
$ 4,700
$4,100
 $3,500
 $2,900
 $2,300
 $1,200

Incremental Net Cash Flows of the Project


Year 1
Year 2
Year 3
Year 4
Year 5
Year 6
New machine 
$ 4,700
$4,100
$3,500
$2,900
$2,300
$1,200

Old machine
1,300
 1,300
 1,300
 1,300
 1,300
 1,300

Net cash flows
$ 3,400
$2,800
$2,200
$1,600
$1,000
 - $100


                   
                  
                  
                  
   _              
                      
 
12-4
Net Cash Investment  =  $35,000

Net cash flows




Years 1-7
Savings in operating costs      


    $8,000

Less: depreciation                  


      5,000
Taxable income                      


    $3,000

Less: taxes at 46%                  


      1,380
Earnings after taxes               


    $1,620

Add: depreciation                   


      5,000

Annual net cash flows               

    $6,620

(a)
Payback period  =  $35,000  (  $ 6,620  =  5.29 years

(b)
Average rate of return  =  $1,620  (  ($35,000 / 2)  =  9.26%

(c)
Net present value  =  $6,620  x  PVAIF7,5%  -  $35,000

                            =  $6,620  x  5.786  -  $35,000

    =  $3,303

or by financial calculator:

CF0  =  -35000

C01  =  6620

F01  =  7

NPV; I  =  5; CPT NPV  =  $3305.79

(d)
Profitability index  =  $38,305.79  (  $35,000  =  1.09

(e)
To determine the internal rate of return for a project with an even series of net cash flows, use 

PVAIFn,i = PVA ÷ CF.

PVAIF7,i = $35,000 ÷ $6,620 = 5.287

If we look across the 7 year row of Table D, we find that the discount factor 5.287 is between 7 percent and 8 percent. Thus, we can interpolate between these two rates as follows:

Interest Rate                8%        
IRR------------- y--------------7%



                                        .                                            .

Discount Factor           5.206                5.287                                    5.389

[image: image61.wmf]
IRR = 7% + y = 7% + 0.6% = 7.6%

or by financial calculator:

IRR AND COMPUTE; IRR  =  7.55%

12-5
Project A: $1,000  (  $400  =  2.5 years


Project B: 2 + ($1,000 - $500 - $400) ( 500  =  2.2 years


Or years 1 and 2 ($500 + $400) + $100 of year 3 or $100/500  =  2.2 years

12-6
Project C: $500 ( ($2,000/2)  =  50%


Project D: [($600 + $400 + $200)/3] ( ($2,000/2 )  =  $400 ( $1,000  =  40%

12-7
(a)
Project E: NPV  =  $4,100 x PVAIF4,10% - $10,000

               =  $4,100 x 3.170 - $10,000

                                                   =  $2,997

or by financial calculator:

CF0  =  -10000

C01  =  4100

F01  =  4

NPV; I  =  10; CPT NPV  =  $2996.45
Project F: 
  Year

Cash flows 
  Discount Factor 
   PV    



                1      
 $5,000         

0.909         
$4,545

    2         
   6,000     
            0.826    
  4,956

    3        
   2,000         

0.751  

  1,502

PV of net cash flows                                   

                      $11,003


Less: net cash investment 


                                   -10,000

Net present value 



                                    $ 1,003

or by financial calculator:

CF0  =  -10000

C01  =   5000; C02  =  6000;  C03  =   2000

F01  =   1 FOR EACH CF



NPV; I = 10; CPT NPV  =  $1006.76        


(b)
Project E: Profitability index  =  $12,997  (  10,000  =  1.299  



Project F: Profitability index  =  $11,006  (  10,000  =  1.1 


(c)
Project E:  IRR  =  23.21%



Project F:  IRR  =  16.35 

12-8
Project G: 


$4,300.00 x PVAIF5,r - $10,000 = 0

PVAIF5,r = $10,000 ÷ $4300.00 = 2.3256

If you read across the five-year row of Table D, you will find that the discount factor 2.3256 is between the 32% and the 33% columns. Thus, the project’s IRR is between 32% and 33%.

or by financial calculator:



ENTER:  CF0 =  -10000;  C01  =  4300; F01  =  5


IRR AND COMPUTE; IRR  =  32.45%
Project H:

We need a trial and error approach to compute the internal rate of return for Project F. We will begin with the PVAIF3,r that corresponds with the average cash flow or (9000 + 3000 + 1000) / 3  =  4333.33.

PVAIF3,r  =  10000 / 4333.33  =  2.3077 and in Table D, looking across Row 3, we find the approximate IRR between 14 and 15 %. But since the project produces high early cash flows, the true rate will be higher than the approximate IRR.

Trying 16% and looking in Table C:

PV at 16% = $9,000 x 0.862 + $3000 x 0.743 + $1,000 x 0.641

= $10,628

At 16 percent, the present value of the net cash flows exceeds $10,000. We therefore 

use a higher discount rate, say 17 percent.

PV at 17% = $9,000 x 0.855 + $3,000 x 0.731 + $1,000 x 0.624

= $10,512

At 17 percent, the present value of the net cash flows still exceeds $10,000. We therefore use a higher discount rate, say 18 percent.

PV at 18% = $9,000 x 0.847 + $3,000 x 0.718 + $1,000 x 0.609

= $10,386

At 18 percent, the present value of the net cash flows still exceeds $10,000. We therefore use a higher discount rate, say 19 percent.

PV at 19% = $9,000 x 0.840 + $3,000 x 0.706 + $1,000 x 0.593

= $10,271

At 19 percent, the present value of the net cash flows still exceeds $10,000. We therefore use a higher discount rate, say 20 percent.

PV at 20% = $9,000 x 0.833 + $3,000 x 0.694 + $1,000 x 0.579

= $10,158

At 20 percent, the present value of the net cash flows still exceeds $10,000. We therefore use a higher discount rate, say 21 percent.

PV at 21% = $9,000 x 0.826 + $3,000 x 0.683 + $1,000 x 0.564

= $10,047

At 21 percent, the present value of the net cash flows still exceeds $10,000. We therefore use a higher discount rate, say 22 percent.

PV at 22% = $9,000 x 0.820 + $3,000 x 0.672 + $1,000 x 0.551

= $9,947

At 22 percent, the present value of the net cash flows is less than $10,000. Thus, the discount factor of 22 percent is too high. The answer must fall between 21 percent and 22 percent.

22%         
      r      
           21%


$9,947    
  $10,000
     $10,047


r  =  21%  +  $10047 - $10000  x  (22% - 21%)  =  21.47%

                                  $10047 - $9947

or by financial calculator:



ENTER: CF0 = -10000; C01 = 9000; F01 = 1; C02 = 3000; F02 = 1; 



C03 = 1000; F03 = 1


IRR AND COMPUTE; IRR = 21.4737%
12-9
(a)
Payback period:

I = 2 years; J = 4.33 years



I is better than J.

(b)
Average rate of return:
I = 27.5%; J = 32.5%



J is better than I.

(c)
Net present value:

I = $425; J = $382.87



I is better than J.

(d)
Internal rate of return:

I = 17.29%; J = 13.34%



I is better than J.


CHAPTER 13


OTHER ISSUES IN CAPITAL BUDGETING
13-1
(a)
Annual depreciation charges are $2,000 or ($20,000/10). Thus, the book value of the old machine is $10,000 or ($2,000 x 5 years).


(b)
Book value of old machine
$10,000



Less: 
market value of old machine
  6,000


Operating loss due to sale
$ 4,000



x Tax rate
 x  0.40


Tax savings
$ 1,600



Book value of old machine
$10,000



Less:
market value of old machine
6,000




tax savings
 1,600


Sunk cost
$ 2,400

13-2
(a)
$2,000 (1 - .46)  =  $1,080


(b)
If the machine is sold before it is fully depreciated, the tax treatment is different.



Initial cost of the machine
$14,000



Less: 
accumulated depreciation
  4,000


Book value of the machine
$10,000



Market value of the machine
$13,000



Less: 
book value of the machine
10,000


Taxable gain
$ 3,000



Less: 
taxes at 46%
1,380


Gain after taxes
$ 1,620


(c)
If the machine is sold for more than its initial cost, some of the gain is subject to the capital gains tax treatment. Because the machine was sold for $15,000, the total gain would be $5,000 or ($15,000 - $10,000). The gain over the initial cost of the machine or $1,000 ($15,000 - $14,000) is subject to the capital gains tax, while the remaining $4,000 ($14,000 - $10,000) is taxed at the regular tax rate of 46%.



Market value of the machine
$15,000

Less: 
book value of the machine
  10,000
Gain

 $ 5,000

Market value of the machine
$15,000

Less: 
capital gains tax ($1,000 x 0.28)
280

 


regular tax ($4,000 x 0.46)
  1,840
Net cash proceeds
$12,880

13-3
The net present value is $10,330 for Project G and $4,662 for Project H. 

Annualized NPV of Project G  =  $10,330  /  PVAIF4,10%  =  $10,330  (  3.170  =  $3,259

or by financial calculator:

CF0  =  -30000

C01  =   15000; C02  =  10000;  C03  =  20000;  C04  =  5000

F01  =  1 FOR EACH C0



NPV; I  =  10; CPT NPV  =  $10342.19 


Annualized NPV of Project H = $ 4,622  / PVAIF2,10%  =  $ 4,622 ( 1.736  =  $2,662


Project G is more desirable than Project H because it has a 
higher annualized NPV than Project H.

or by financial calculator:

CF0  =  -20000

C01  =  18000; C02  =  10000

F01  =  1 FOR EACH C0



NPV; I  = 10; CPT NPV  =  $4628.10 

13-4
To determine the annual equivalent of the project's initial cost, use CF = PVA ÷ ADFn,i: 

CF = $400,000 ( PVAIF4,10% = $400,000 ( 3.170 = $126,183

or by financial calculator:

PV  =  -400000

N  =  4

IY  =  10



CPT PMT  =  CF  =  $126,188.32.10


CF  =  $700,000  (  PVAIF7,10%  =  $700,000  (  4.868  =  $143,796

or by financial calculator:

PV  =  -700000

N  =  7

IY  =  10



PT PMT  =  CF  =  $143,783.85
The annualized cost of Machine A  =  $126,183 + $10,000  =  $136,183

The annualized cost of Machine B  =  $143,796 + $6,000  =  $149,796

Machine A should be accepted because it has the lower cost than Machine B.

13-5
Cost of Warehouse
=
$2,000,000  (  ADF30,10%
=
$212,157

Cost of Furnace
=
$  500,000  (  ADF20,10%
=
$ 58,727

Cost of Lighting System
=
$  200,000  (  ADF15,10%
=
$ 26,295

Total Annualized Cost




$297,179








(((((((
or by financial calculator:

PV  =  -2,000,000

N  =  30

IY  =  10



CPT PMT  =  CF  =  $212,158.50
or by financial calculator:

PV  =  -500,000

N  =  20

IY  =  10



CPT PMT  =  CF  =  $58,729.81

or by financial calculator:

PV  =  -200,000

N  =  15

IY  =  10



CPT PMT  =  CF  =  $26,294.76

13-6
(a)
NPV
= $2,000 PVAIF5,10% - $7,500


= $2,000 x 3.791 - $7.500




= $82



or by financial calculator:

CF0  =  -7,500

C01  =  2,000; F01  =  5

NPV; I  =  10; CPT NPV  =  $81.57

Holding
PV of Net Cash
Cash
Net
By


Period
Flows at 10%
Outlays
Present Value
Fina Cal

1
$7,454
 $7,500
-$ 46
-$45.45


2
7,765
7,500 
265
$268.60


3
7,978
7,500
478
$478.96


4
7,843
7,500
343
$342.36


5
7,582
7,500
82
$81.57 

Because the project has the highest net present value at the end of three years, the company can maximize the project's net present value by retiring it at the end of three years.

or by financial calculator:



CF0  =  -7,500



C01  =  2,000; F01  =  2; C02 6000 (or annual CF of 2000 + salvage of 4000)



NPV; I  =  10; CPT NPV  =  $478.96

13-7
(a)
Annual cash savings
$10,000



Less: 
depreciation
  6,000


Taxable income
$ 4,000



Less: 
taxes at 
  2,000


Earnings after taxes
$ 2,000



Plus: 
depreciation
  6,000


Net cash flows
$ 8,000

NPV = $8,000 x PVAIF4,10% - $24,000

         = $18,000 x 3.170 - $24,000

         = $1,360

or by financial calculator for Period 3:



CF0  =  -24000



C01  =  8,000; F01  =  4



NPV; I  =  10; CPT NPV  =  $1358.92

(b)
If annual cash savings increase at an inflation rate of 7 percent, they will be $10,700, $11,449, $12,250, and $13,108 for the next four years.





Year 1 
Year 2
Year 3
Year 4 


Cash savings
$10,700
$11,449
$12,250
$13,108



Less: 
depreciation
  6,000
  6,000
  6,000
    6,000


Taxable income
$ 4,700
$ 5,449
$ 6,250
 $ 7,108



Less: 
tax savings (50%)
  2,350
  2,725
  3,125
    3,554


Earnings after taxes
$ 2,350 
$ 2,724 
 $ 3,125
 $ 3,554



Plus: 
depreciation
6,000 
  6,000
  6,000
    6,000


Net cash flows
$ 8,350 
$ 8,724
$ 9,125
 $ 9,554


              $8,350
     

$8,724      

$9,125      
$ 9,554
 
NPV  =  (1.17)1  + 
 (1.17)2  + 
 (1.17)3  +  (1.17)4  -  $24,000  =  $312

or by financial calculator for Period 3:



CF0  =  -24,000



C01  =  8350; F01  =  1; 8724; F01  =  1; 9125; F01  =  1; 9554; F01  =  1 



NPV; I  =  17; CPT NPV  =  $305.62
13-8
(a)
NPV = $4,000 x PVAIF4,10% - $10,000



         = $4,000 x 3.170 - $10,000



         = $2,680

or by financial calculator for Period 3:



CF0  =  -10,000



C01  =  4000; F01  =  4 



NPV; I  =  10; CPT NPV  =  $2679.46

[image: image62.wmf]
(b)

The initial cost of the project would increase by $2,000; the total cost of the project is $12,000. The net cash flow of the last year would increase by $2,000; the total net cash 
flow of the last year is $6,000.




= $2,046



Thus, the net present value would decrease by $634 or ($2,680 - $2,046).

or by financial calculator for Period 3:



CF0 = -12,000



C01 = 4000; F01 = 4 



NPV; I = 10; CPT NPV = $2045.49

CHAPTER 14


CAPITAL BUDGETING UNDER UNCERTAINTY

14-1
(a)
RA = (900)(0.50) + (500)(0.30) + (350)(0.20) = $670

RB = (700)(0.50) + (700)(0.30) + (550)(0.20) = $670

(A = [(900 - 670)2(0.50) + (500 - 670)2(0.30) + (350 - 670)2(0.20)]1/2 = $236

(B = [(700- 670)2(0.50) + (700 - 670)2(0.30) + (550 - 670)2(0.20)]1/2 = $60

CVA = 236 ÷ 670 = 0.35

CVB = 60 ÷ 670 = 0.09

(b)
The two projects have the same expected value, but 
Project B has a smaller degree of risk as measured by the standard deviation and the coefficient of variation. Hence, Project B is better than Project A.

14-2
(a)
R = 1,000(0.20) + 2,000(0.10) + 3,000(0.30) +  4,000(0.40) = $2,900


(b)


[image: image63.wmf]
or by financial calculator:

Hit CF; key in 2800 for CFo, then +/-, then hit enter and scroll down; key 2900 for CO1, hit enter, scroll down; key in 3 for F01, hit enter; hit NPV, key in 10 for I and hit enter; scroll down to NPV screen and hit compute = NPV = $4411.87


(c)
(  =  [(1,000 - 2,900)2(0.20) + (2,000 - 2,900)2(0.10) +  



         3,000 - 2,900)2(0.30) + (4,000 - 2,900)2(0.40)]1/2 



    =  $1,136

14-3
(a)
Standard
Net Present
Coefficient of



Project  
Deviation
Value
Variation
Rank

A
$1,400
$7,000
0.20

5


B
6,300
70,000
0.09

1


C
2,800
21,000
0.13

3


D
4,900
35,000
0.14

4



E
2,100
21,000
0.10

2

(b)
Project C and E have an equal net present value of $21,000, but Project E has the smaller standard deviation than Project C. This leads us to conclude that Project E is better than Project C. Thus, to choose between Projects C and E only, we do not need to use the coefficient of variation. 

14-4 (a)
NPV  =  $8000/(1.12)1  +  $9000/(1.12)2  +  $10000/(1.12)3  +  $11000/(1.12)4

-  $15000  =  $13433

or by financial calculator:

Hit CF; key in 12000 for CFo, then +/-, then hit enter and scroll down; key 8000 for CO1, hit enter, scroll down to CO2; key in 9000, hit enter; scroll down to C03, key in 10000, hit enter; scroll down to C04, key in 11000, hit enter; hit NPV, key in 12 for I and hit enter; scroll down to NPV screen and hit compute = NPV = 13426.10
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(b)



or by financial calculator: NPV  =  $9008.49

14-5 NPV = $900(0.75)/(1.06)1 + $1000(0.55)/(1.06)2 + $1400(.035)/(1.06)3 - $1400 = $138



or by financial calculator: NPV  =  $137.70

14-6
(a)
Because the expected net cash flows for both projects are $4,000 or 



($8,000 x 0.50 + $0 x 0.50), their net present values are computed as follows:

NPVF  =  $4,000  /  (1.10)  -  $3,000  =  $636.36

PVG  =  $4,000  /  (1.10)  -  $4,000  =  -$363.64

(b)
The standard deviation of these two projects can be computed using 


Equation (14-2):

(F  =  [(8,000 - 4,000))2(0.50) + (0 - 4,000)2(0.50)]1/2


      =  $4,000

(G  =  [(0 - 4,000)2(0.50) + (8,000 - 4,000)2(0.50)]1/2
      =  $4,000

(c)
Portfolio NPV = $636 + (-$364) = $272

The portfolio standard deviation is zero (0) because the portfolio produces a net present value of $272.


CHAPTER 15


INVESTMENT BANKERS AND CAPITAL MARKETS
15-1
(a)
Current market value of firm




(50,000 shares x $21)
$1,050,000



Additional funds to be raised




(10,000 rights x $9)
    90,000


Value of firm after rights issue
$1,140,000



( Total shares after rights issue
÷  60,000


Theoretical price of one share




after rights issue
$19


(b)
Number of rights to buy a new share



=  50,000 shares  ( 10,000 shares



=  5



Ro  =  $21 - $9  ( (5+1)  =  $2


(c) 
Rx  =  $19 - $9 ( 5  =  $2

15-2
(a)
Ro =  $30 - $25  (( 5+1)  =  $0.83

(b)
Theoretical value of one share after rights issue is obtained by subtracting theoretical value of one right ($0.83) from price of share before rights offering ($30). Thus, the theoretical value of one share of stock when it sells ex-rights is

$30 - $0.83  =  $29.17


(c)
Rx  =  ($30 - $25) ( 5  =  $1

(d)
$1,800 ÷ $30  =  60 shares

60 shares x $40

Return on $1,800  =  $2,400 - $1,800  =  $600 or 33%

15-3
(a)
Right Offering
Total number of shares = current shares + new shares





              = 10,000 + 2,000

                          = 12,000 shares

EPS = $36,000 ÷ 12,000 = $3

Dividend per share = $18,000 ÷ 12,000 = $1.50

Price = P-E ratio x EPS = 10 x $3 = $30

(b)
Public Offering
Net proceeds per share = $29 - $2 = $27

Number of shares to be issued = $50,000 ( 27 = 1,852 

EPS = $36,000 ÷ 11,582 = $3.04

Dividend per share = $18,000 ( 11,852 = $1.52

Price = 10 x $3.04 = $30.4

15-4
(a)
P-E ratio = closing price ÷ EPS = $53.5 ÷ $4.50 = 11.89

(b)
Ordinarily, low P-E ratios suggest a lack of future growth possibilities. High P-E ratios indicate significant growth potential.

(c)
Because growth companies with high P-E ratios generally reinvest most of their earnings, these stock prices appreciate considerably. In contrast, stocks with low P-E ratios usually pay large dividends because they do not have good investment opportunities. Thus, the choice between low P-E stocks and high P-E stocks depend on the investor's preference between current income (dividends) and the future income (capital gains).

(d)
The closing price of the previous day = $53 - $1 

                                                = $52

(e)
They are selling at a premium over the face value. If interest earnings are fixed, the higher the bond price, the lower the current yield.

15-5
(a)
250 x 100 = 25,000 shares
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(b)
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(c) 

[image: image67.wmf]
(d)

15-6
(a)
Dollar spread = $20 - $17 = $3


Percentage spread = $3 ÷$20 = 15%

(b)

100,000 shares x $3 = $300,000
Spread




25,000
Registration fees




$325,000


(c)

$2,120,000
Needed





  25,000
Registration fees





$2,145,000
Total needed to end up with $2,120,000

$2,145,000 ÷ $17 = 125,000 shares to be sold

15-7
(a)
EPS before stock issue = $200,000 ÷ 75,000 = $2.67

- EPS after stock issue = $200,000 ÷ 95,000 = $2.11
Potential dilution



   $0.56

(b)
$40 x 0.08 = $3.20 Spread



$40.00
Public price



  - 3.20
Spread


 $36.80
Net price before registration fees



x  20,000
Shares



$736,000
Total proceeds before registration fees



 - 15,000
Registration fees



$721,000
Net proceeds 


CHAPTER 16


FIXED INCOME SECURITIES: BONDS AND PREFERRED STOCK
16-1
To solve this problem, use Table C at the end of this book and Equation (9-5)

PV = FV x PVIFn,i 
$108 = $1,000 x PVIF15,i; PVIFF15,i = $108 ÷ $1,000 = 0.108

If you look across the 15-year row, you will find the discount factor 0.108 under the 16 percent column. Thus, the yield of the bond to maturity is 16 percent.



or by financial calculator: 15.99%.

16-2
(a)
PV = $1,000 x PVIFF10,10% = $1,000 x 0.386 = $386, 



or by financial calculator: $385.54


(b)
PV = $1,000 x PVIF10,8% = $1,000 x 0.463 = $463, 



or by financial calculator: $463.19


(c)
PV = $1,000 x PVIFF10,12% = $1,000 x 0.322 = $322, 



or by financial calculator: $321.97

16-3
(a)
Net Cash Outflow = Gross Cash Outflow - Tax Savings


(1)
Gross Cash Outflow



Call premium ($50 x 1,500)
$ 75,000



Flotation cost of new bonds
22,000



Overlapping interest on old bonds




($1,500,000 x 0.09 x 4/12)
  45,000


Gross cash outlay
$142,000


(2)
Tax Savings



Overlapping interest on old bonds
$ 45,000



Call premium 
75,000



Unamortized flotation cost of old bonds




($18,000 x 25/30)
15,000



Unamortized discount on old bonds




($45,000 x 25/30)
  37,500




Total tax deductible expense
$172,500



x tax rate at 50%
x  50%


Tax savings
$ 86,250


(3)
Net Cash Outflow = $142,000 - $86,250 = $55,750

(b)
Annual Interest Savings = Annual Net Cash Outflow on Old Bonds - Annual Net 


Cash Outflow on New Bonds.


(1)
Annual Net Cash Outflow on Old Bonds



Interest expense ($1,500,000 x 0.09)
$135,000



Less: 
Tax savings




interest expense
135,000




amortization of flotation cost




($18,000/30)
600




amortization of discount ($45,000/30)
   1,500


total tax deductible expense
$137,100




x tax rate at 50%
x  50%



tax  savings
$ 68,550



Annual net cash outflow
$ 66,450


(2)
Annual Net Cash Outflow on New Bonds



Interest expense ($1,500,000 x 0.07)
$105,000



Less: 
tax savings




interest expense
105,000




amortization of flotation cost




($22,000/25)
     880


total tax deductible expense
$105,880




x tax rate
x  50%



tax savings
$ 52,940



Annual net cash outflow
$ 52,060


(3)
Annual Interest Savings = $66,450 - $52,060  




   = $14,390

(c)
Present Value = $14,390 x PVAIF25,5% = $14,390 x 14.094 



= $14,390 x 14.094



= $202,813

(d)
NPV = $202,813 - $55,750 = $147,063

Because the net present value of the refunding decision is positive, the issue should be refunded.


(e)
$55,750 = $14,390 x PVAIF25,r
PVAIF25,r $55,750 ÷ $14,390 = 3.874

26%     

  r-------------------- y ---------------- 25%

                                      .                                                          .

3.834     
      3.874



      3.985

[image: image68.wmf]


r = 25% + 0.74% = 25.74%



or by financial calculator: 25.73%

Because the internal rate of return for the refunding decision (25.74%) exceeds the firm's required rate of return (5%) after taxes), the issue should be refunded.

16-4
Increase in common stock
$100,000


Increase in preferred stock ($100,000 x 0.5)
  50,000

Net worth

$150,000


Increase in subordinated debt ($150,000 x 0.6)
  90,000


Net worth plus subordinated debt
$240,000


Increase in bonds ($240,000 x 0.7)
168,000

Total increase

$408,000

16-5
A: $50 x 50,000 x (1 - 0.4) = $1,500,000

B: $30 x 10,000 x (1 - 0.4) = $180,000

C: $100 x 25,000 x (1 - 0.4) = $1,500,000

D: $40 x 15,000 x (1 - 0.4) = $360,000

16-6
Mortgage holders
$10 million 
40%


General creditors
 14 million
56


Subordinated debenture
  1 million
       4

  Total
$25 million
100%

The $5 million from the sale of mortgage assets goes to the mortgage holders, leaving $5 million of their claims unsatisfied. Forty (40) percent of the $9 million from the sale of other assets or $3.6 million goes to the mortgage holders for a total recovery of $8.6 million. Because the general creditors are entitled to receive $7.84 million ($14 million x 0.56), the remaining $5.4(9 million - $3.6 million) goes to the general creditors.

16-7
(a)
$10 per share x 200,000 shares x 3 years = $6,000,000

(b)
$6,000,000 + ($10 x 200,000 shares) = $8,000,000 - $5,000,000 = $3,000,000


(c)
No common stock dividends can be paid until all the preferred dividends in arrears are paid to the cumulative preferred stockholders.

CHAPTER 17

COMMON STOCK

17-1
(a)
100,001 shares
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(b) 
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(c)
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(d) 

Thus, the dissident stockholders need 40,000 shares more to elect six directors.

17-2
(a)
Annual preferred dividends = 20,000 x $4 =
$ 80,000



Dividends in arrears
 240,000


Preferred dividends due
$320,000



Current earnings
$350,000



Less: 
preferred dividends due
 320,000


Common dividends
$ 30,000


(b)
Current earnings
$420,000



Less: 
preferred dividends
 320,000


Earnings available to common stockholders
$100,000



x Payout ratio (80%)
x  80%


Common dividends
$ 80,000

17-3
(a)
Price per share



$25



Premium (40%)

 10


Conversion price


$35

(b)
Face value per bond/Conversion price = $1,000 ( $35

 






  = 28.57

(c)
Conversion value = 28.57 x $25 = $714.25

(d)
200 bonds x 28.57 shares per bond = 5,714 new shares



(e)
The new conversion value = 28.57 x $40 = $1,142.80

[image: image72.wmf]
If investors require a 8.8 percent premium of conversion price over call price or less, the call may force them to convert their bonds into common stock.

17-4
(a)
New shares = $100,000/$50 = 2,000

Total shares after conversion = 50,000 + 2,000






           = 52,000



Before
After



Conversion
Conversion
EBIT

$500,000
$500,000

Less: interest (6%)
      6,000
             0
Earnings before taxes
494,000
$500,000

Less: taxes at 50%
 247,000
250,000
Earnings after taxes 
$247,000
$250,000

 Number of common shares
 ÷ 50,000
÷ 52,000
Earnings per share
$4.94
$4.81

(b)
The existing common stockholders would control 96.15 percent after conversion (50,000/52,000). Thus, the conversion would dilute the voting control of the firm by 3.85 percent.

17-5
(a)
Value of one right = ($35 - $20) / (2+1) = $5

(b)
Value of one warrant = ($35 - $30)(2) = $10

(c)
Theoretical value of one common share = $35 - $5 = $30

(d)
The warrant holders are protected against the dilution effect of the rights offering only if the formula value of the warrants remain the same after the stock sells ex-rights. Thus, the new subscription price of the warrant as follows:

$10 = ($30 - y) x 2

  y = $25

CHAPTER 18

DIVIDEND POLICY AND RETAINED EARNINGS

18-1
Dividend payout ratio = ( Earnings - Retained Funds) (   Earnings

                                              =      ( $70,000 - $21,000) ( $70,000   = 0.70

18-2

Common stock (1,380 shares at $10 par)
$13,800



Capital surplus [$7,000 + ($18 - $10)(180)]
8,440


Retained earnings [$23,000 - ($18)(180)]
 19,760

Net worth
$42,000

18-3
(a)
Weighted average cost of capital = 0.4 x 2.5% + 0.5 x 6% + 0.1 x 10% = 5%

(b)
Dividends should not be paid because the firm's profitable investment opportunities require more money than its current earnings.

18-4

___________________________________________________________

Cash 
$52,000
Common stock (1,100 shares at $10 par)
$11,000




Capital surplus
21,000



Retained earnings 
20,000
18-5
(a)
Earnings available for dividends = $200,000 x 0.5







    = $100,000

Dividends per share = $100,000 ÷ 25,000 = $4

(b)
The market price of the stock = $10 + $4 = $14

(c)
The funds required to buy 5,000 shares = 5,000 x $10








   = $50,000

Dividend per share = ($100,000 - $50,000) ÷ 20,000 





       = $2.5

(d)
New earnings per share = $200,000 ÷ 20,000 = $10

Market price = $10 x 1.25 = $12.5 per share

Total value to remaining stockholders = $12.5 + $2.5








  = $15 a share

The repurchase of Walker's shares would increase the price of the stock by $1 and thus the shares should be repurchased. 

18-6
(a)
Paid-in surplus + retained earnings = $25,000 + $15,000







         = $40,000

(b)
$10,000

(c)
Cash and accounts receivable will decrease by $5,000 each and retained earnings will decrease by $10,000. Thus, the company will have the following balance sheet after the $10,000 dividend payment.


Cash
$10,000
Accounts payable
$25,000


Receivables
20,000
Common stock
35,000


Inventory
40,000
Paid-in surplus
25,000


Fixed assets
 20,000
Retained earnings
    5,000

Total assets
$90,000
Total claims
$90,000 
18-7
It is obvious that the market prices of these two stocks depend on dividend payments. It is important to note that the average dividend per share for both companies is $1.75. However, the average market price for Company A's stock ($13.80 a share) has been approximately 31 percent lower that for Company B's stock ($18.20 a share). Company A has paid a constant percentage of its earnings (50%); this indicates why its dollar dividend has fluctuated directly with earnings. In contrast, Company B has paid $1.75 per share every year. As Chapter 18 pointed out, investors tend to place a positive utility on dividend stability. Because such a policy reduces the investor's uncertainty, it consequently increases the stock price.

CHAPTER 19

TERM LOANS AND LEASES
19-1
(a)
The present value of the after-tax cash outflows for the buying alternative is computed as follows:

(1)
Annual Loan Payment (A)
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$200,000 = CF x PVAIF5,16% (3.274)



or by financial calculator: $61,081.88



(2)

Term Loan Amortization Schedule




 Annual
Interest 



Year
 Payment
at 16%
Repayment
Balance 



0
$200,000



1
$61,087
$32,000
$29,087
170,913



2
61,087
27,346
33,741
137,172



3
61,087
21,948
39,139
98,033



4
61,087
15,685
45,402
52,631



5
61,087
8,421
52,666
-


(3)
After-Tax Cash Outflows




Annual


Tax
Remaining



Year  
Payment
Interest
Depr.
Shield
Balance



1
$61,087
$32,000
$40,000
$36,000
$25,087



2
61,087
27,346
40,000
33,673
27,414



3
61,087 
21,948
40,000
30,974
30,113



4
61,087
15,685
40,000
27,842
33,245



5
61,087
8,421
40,000
24,210
36,877  


(4)
Present Value of After-Tax Cash Outflows




After-Tax
Discount
Present



Year
Cash Outflows
Factor at 10%
Value


1
$25,087
0.909
$22,804



2
27,414
0.826
22,644



3
30,113
0.751
22,615



4
33,245
0.683
22,706



5
36,877
0.621
22,901




Aggregate Present Value = $113,670

(b)
$200,000 = CF + CF x PVAIF4,14% (2.914)

$200,000 = CF (1 + 2.914) 

       CF    = 00000/3.914

CF = $200,000 ÷ 3.914

      = $51,099



or by financial calculator: $51,102.38

The present value of the after-tax cash outflows for the leasing alternative is computed as follows:


Lease
Tax
After-Tax
Present Value

Year
Payment
Shield
Cash Outflow
at 10%
 0
$51,099
$           0
$51,099
$51,099

1-4
51,099
25,549.5
25,549.5
80,992

5

25,549.5
-25,549.5 
-15,866

Present Value = $116,225
19-2
(a)
Option A

Annualized lease cost (A) = $20,000/PVAIF3,10% = $20,000/2.487 = $8,042


or by financial calculator: $8042.30


Annualized maintenance and operating cost
 4,000



Total annualized cost
$12,042



Option B


Annualized lease cost (A) = $60,000/PVAIF8,9% = $60,000/5.535 = $10,840


or by financial calculator: $10,840.46


Annualized maintenance and operating cost
  3,000
Total annualized cost
$13,840


On annualized cost basis, Option A is less costly than Option B.



Option A

Option B

(b)
Lease Cost + Operating Cost
=
Total Annualized Cost



$8,042 + x
=
$13,840



x
=
$5,798

As long as the annual maintenance and operating cost for Option A is less than $5,798, Option A will remain a lower cost lease than Option B.



 Option B

Option A

(c) 

Lease Cost + Operating Cost
=
Total Annualized Cost




$60,000/PVAIF8,i%  +  $3,000
=
$12,042




PVAIF8,i%  =  $60,000/($12,042-$3,000)  =  6.636

The discount factor 6.636 is found to be approximately 4.4 percent. As long as the implicit interest rate for Option B is less than 4.4 percent, Option B will be the lowest cost lease than Option A. 


or by financial calculator: 4.35%.

19-3
(a)
 Loan = $27,000 x PVAIF5,12% 



          = $27,000 x 3.605



          = $97,335


or by financial calculator: $97,328.96

(b)
             


 
 1st Year 

 2nd Year
Balance at beginning of year  

 $97,335

   $82,015

x Interest rate of 12%              
x   12% 

   x   12%
Interest payment


 $11,680  

  $ 9,842

Total payment                         
 $27,000   

  $27,000

Less: lease payment                 
   11,680   

      9,842
Loan repayment                      
 $15,320   

  $17,158

Initial loan balance 
           

$97,335 

   $82,015

Less: loan repayment             

  15,320  

     17,158
Balance at end of year           

$82,015   

   $64,857

19-4
Effective interest rate = 0.09/0.90 = 10%

$36,000 = CF x PVAIF4,5%
                CF     = $36,000 ÷ 3.546

                          = $10,152


or by financial calculator: $10,142.43.

As long as the semiannual payments for the sales are less than $10,152, the sales contract is less costly than the bank loan.

19-5




After-tax



End of
Lease
Tax
Cash
Present Value




Year
Payment
Shield
Outflows
at 10%



0
$100,000
 $         0
$100,000
$100,000



1-9
100,000
40,000
60,000
345,540



10


-40,000
-15,440




Present Value of After-Tax cash outflows = 430,100

19-6
Bank Payments 


$160,000 = CF x PVAIF12,10%  (6.814)


      CF     = $ 160,000 ÷ 6.814


                = $23,481


or by financial calculator: $23,482.13.

We do not need to compute the present value for each alternative because there are no taxes and payments for both alternatives are made at the end of each year. Thus, the company should lease at ($22,500) the computer rather than buy it at ($23,481).

CHAPTER 1

GOALS AND FUNCTIONS OF FINANCE

 F 
1.
Two major characteristics of finance before the late 1950s were descriptive and dynamic.

 F 
2.
Two major characteristics of finance after the 1950s were analytical and static.

 T 
3.
The primary goal of the firm is to maximize stockholder wealth as reflected by per- share price.

 T 
4.
Profit is not the proper objective of the firm because it ignores the time value of money and risk.

 F 
5.
Most financial managers could be assumed to be the economic person because they make decisions on the basis of complete knowledge.

 T 
6.
The stockholders of most large corporations today have very little control over the operations of the company because they are well diversified.

 F 
7.
Managers act in the best interest of stockholders because the goals for these two groups of people are always consistent with each other.

 T 
8.
To insure that managers act in the best interest of the stockholders, appropriate incentives should be given to them and they have to be monitored. 

 F 
9.
The treasurer of a company is responsible for cash management, banking, raising funds, financial accounting, and capital budgeting.

 F 
10.
The three major functions of the financial manager are financial planning and control, the acquisition of funds on favorable terms, and the preparation of financial statements on a historical basis.

 F 
11.
Traditionally, the role of the financial manager was limited to the efficient allocation of funds.

 T 
12.
For the risk-averse decision maker, the higher the risk of a project, the higher the expected return must be.

 T 
13.
The financial manager should examine available risk-return trade-offs and make his or her decisions based upon the goal of maximizing stockholder wealth.

 T 
14.
Modern organization theory looks upon a business firm as a system which consists of any departments and divisions. 

CHAPTER 2
OPERATING ENVIRONMENT OF FINANCIAL MANAGEMENT

 F 
1.
There are various ways to measure the money supply, but all counts include coin, currency, demand deposits, and time deposits.

 T 
2.
Depository financial institutions include commercial banks, mutual savings banks, savings and loan associations, and credit unions.

 T 
3.
Both mutual savings banks and savings and loan associations primarily make mortgage loans to individuals.

 T 
4.
Interest rate ceilings on savings and time deposits were to be phased out over time under the Depository Institutions Deregulation and Monetary Control Act of 1980.

 F 
5.
The key money market instruments include Treasury bills, commercial paper, bankers' acceptances, and bonds.

 F 
6.
The organized security exchanges provide short-term debt financing.

 T 
7.
Cost-push inflation represents a situation where prices rise because of increases in labor costs.

 T 
8.
The nominal rate of interest consists of the real interest rate and the expected rate of inflation.

 F 
9.
Inflation reduces the amount of funds required to conduct a given volume of business.

 T 
10.
Financial intermediation is the process by which savings are accumulated in financial institutions and then lent or invested.

 T 
11.
The investment banker acts as a middleman between issuers and buyers of new security issues.

 F 
12.
Advantages of a sole proprietorship includes low start-up costs, tax savings, limited liability, and ownership of all profits.

 F 
13.
Disadvantages of a partnership include unlimited liability, divided authority, difficulty to raise funds, and high organizational cost.
 T 
14.
The three basic forms of business organization are the sole proprietorship, partnership, and corporation.

 F 
15.
The corporation is the dominant form of business organization in terms of numbers.

 F 
16.
The three major advantages of the corporation include free transferability of ownership, lack of continuity, and ease of raising funds.

 T 
17.
The major disadvantages of the corporation are the costs of incorporation, the fulfillment of the requirements set forth by federal regulatory agencies, and the length of time required to form a corporation.

 F 
18.
The marginal tax rate is the company's total tax bill divided by its taxable income.

 T 
19.
The three basic methods of depreciation are straight-line, double declining-balance, and sum-of-years-digits. The last two methods of depreciation are sometimes called the accelerated depreciation methods.

 T 
20.
Interest earnings made by a corporation are frequently subject to triple taxation. 

 F 
21.
The income tax rate applicable to corporate income is constant regardless of the amount of income.

 F 
22.
Dividends received by individuals from corporations are not taxed because corporate income taxes have already been paid.

 T 
23.
Corporations are much more heavily regulated by the government than are sole proprietorships.

 T 
24.
Commercial banks are the largest type of financial institution in the amount of financial assets they hold. 

 T 
25.
Four major ingredients of a credit union are a group of people, a common interest, pooled savings, and loans to each other.

 T 
26.
Pension funds are established to provide income to retired or disabled persons in the economy.

 T 
27.
Finance companies formed by parent firms to finance the sales of the parent's goods are sometimes called "captive" finance companies.

 T 
28.
Commercial paper consists of short-term unsecured promissory notes sold by finance companies and certain industrial concerns.

CHAPTER 3
FINANCIAL STATEMENT ANALYSIS

 F 
1.
The balance sheet summarizes a firm's assets, liabilities, and stockholders' equity during a particular period of time.

 F 
2.
The income statement reveals the performance of a firm on a given date.

 T 
3.
The four major groups of the company are short-term creditors, long-term creditors, management, and stockholders.

 T 
4.
The financial manager should explore the impact of inflation on ratios because inflationary forces distort some financial data.

 F 
5.
Leverage ratios measure the company's ability to pay its short-term obligations.

 T 
6.
Quick assets consist of cash, accounts receivable, and marketable securities.

 F 
7.
A high inventory turnover implies excess inventory in relation to sales.

 T 
8.
The average collection period, the asset turnover, and the inventory turnover are based on data from both the balance sheet and the income statement.

 T 
9.
The return on investment (ROI) is the profit margin on sales multiplied by the asset turnover.

 F 
10.
The common-size balance sheet states each asset, liability, and owners' equity account as a percent of sales.

 T 
11.
Ratio analysis means very little unless the ratios developed for a particular company at a given point in time are compared with its historical ratios, industry averages, or both.

 F 
12.
The characteristics of financial ratios do not vary significantly from industry to industry.

 T 
13.
Both Dun & Bradstreet and Robert Morris Associates publish industry average ratios.

 F 
14.
If everything else is equal, decreasing asset turnover or increasing profit margin on sales will raise the firm's return on investment.

CHAPTER 4
LEVERAGE AND RISK ANALYSIS

 F 
1.
Break-even analysis is a device to determine the point at which sales will just cover variable costs.

 F 
2.
Depreciation is one of the variable costs needed to compute the break-even point.

 T 
3.
The break-even point and the break-even chart are valid if the stated costs and prices remain constant.

 T 
4.
Operating leverage causes earnings before interest and taxes to fluctuate more widely than sales volume.

 T 
5.
Financial leverage causes earnings per share to fluctuate more widely than earnings before interest and taxes.

 T 
6.
Other things being equal, the company can increase its break-even point by reducing its price.

 F 
7.
Financial leverage affects the left-hand side of the balance sheet and operating leverage influences the right-hand side of the balance sheet.

 T 
8.
The closer the sales volume to the break-even point, the greater the degree of operating leverage.

 F 
9.
The combined effect of operating leverage and financial leverage is the degree of operating leverage plus the degree of financial leverage.

 T 
10.
Operating risk is the possibility that the company will be unable to cover its fixed costs.

 T 
11.
The underlying cause of most business failures is incompetent management.

 T 
12.
The determination of the company's optimum capital structure is not easy, even though there are a number of ratios to measure the firm's financial risk.

 F 
13.
High leverage is often associated with low risk whereas low leverage is often associated with high risk.
 T 
14.
Many companies increase operating and financial leverage in order to increase expected earnings before interest and taxes as well as earnings per share.

 F 
15.
Fixed costs include management salaries, rent, building maintenance costs, power for production equipment, and real estate property taxes.

CHAPTER 5

FINANCIAL PLANNING AND FORECASTING

 T 
1.
Budgets are pre-established standards to which operations are evaluated, compared, and adjusted by the exercise of control.

 F 
2.
The sales budget is the key input to all of the pro forma financial statements because sales budgets (forecasts) are generally more accurate.

 F 
3.
The cash budget indicates on a historical basis where cash came from and how it was used.

 T 
4.
Pro forma financial statements provide estimates of assets, liabilities, equities, operating expenses, and earnings after taxes.

 F 
5.
The decrease in cash balances during a given period of time always represents the decrease in net profits of the company.

 F 
6.
In the sources and uses of funds statement, an increase in cash is classified as a source of funds.

 F 
7.
Short-term cash budgets are typically used to plan for operating needs and fixed asset expansion.

 T 
8.
The production budget reflects the use of raw materials, labor, and facilities.

 F 
9.
When sales are erratic and the cash balance is low, monthly cash budgets may be more desirable than the weekly cash budget.

 T 
10.
The cash budget is particularly useful to determine when additional funds will be required and when cash surplus will occur.

 F 
11.
The sales budget reflects such expenses as advertising, selling, and other sales expenses.

 F 
12.
A sales budget is not usually needed to develop a cash budget.

 T 
13.
The percent-of-sales method assumes that all accounts on the balance sheet change in some fixed proportion to changes in sales.

 T 
14.
Increases in accounts payable and accruals are frequently called spontaneously generated liabilities because they would automatically finance a part of sales increases.

CHAPTER 6
 
AN OVERVIEW OF WORKING CAPITAL MANAGEMENT

 T 
1.
Although working capital is defined as the firm's investment in current assets, working capital management refers to the management of both current assets and current liabilities.

 T 
2.
The term "net working capital" is used to mean current assets minus current liabilities.

 T 
3.
If the company desires to reduce its financial risk, it must finance its short-term assets with its short-term funds.

 F 
4.
A conservative working capital policy is likely to have the feature of a low current ratio.

 F 
5.
Ordinarily, the operating cycle starts with cash and ends with the purchase of merchandise in cash.

 F 
6.
The smaller the proportion of current assets to total assets, the larger the rate of return and the lower the degree of risk.

 T 
7.
An approach designed to match the maturity structure of the firm's assets and liabilities is known as the matching principle.

 F 
8.
The firm intends to pay off its short-term bank loans. These funds could come from trade credit, delaying the payment of accounts payable, the sale of common stock, and speeding up the collection process of accounts receivable.

 F 
9.
Long-term interest rates generally fluctuate more widely than short-term interest rates.

 F 
10.
Both long-term rates and short-term rates have increased with no interruptions over the past five decades.

 T 
11.
The cash cycle shows that cash outflows and cash inflows are not matched in both timing and amount. 

 T 
12.
The length of the company's operating cycle depends at least partly upon the nature of the business.

 T 
13.
As the level of sales increases, the level of permanent current assets grows.

 F 
14.
Expectations about future long-term interest rates are used to predict the shape of the yield curve.

CHAPTER 7 

CURRENT ASSET MANAGEMENT

 F 
1.
The three major motives for holding cash are the transaction motive, the precautionary motive, and the safety motive.

 T 
2.
The lock box system and the concentration banking are used to convert customers' payments as quickly as possible into usable funds.

 T 
3.
More frequent requisitions of funds by divisional offices from the company's home office tend to free more funds on a temporary basis.

 T 
4.
The three major criteria used in the selection of marketable securities are marketability, safety, and maturity.

 F 
5.
The level of accounts receivable depends largely on the average collection period, the level of accounts payable, and the amount of credit sales.

 F 
6. 
The five C's of credit are character, capacity, credit, collateral, and condition.

 T 
7.
The amount of collection expenditures and the amount of bad debt losses are inversely related with each other, but they are not linear.

 T 
8.
The economic order quantity (EOQ) formula is designed to determine the optimum inventory size.

 F 
9.
An increase in cash and marketable securities in combination with a reduction in inventories and accounts receivable tells us that the quality of current assets has deteriorated.

 F 
10.
The company may find it useful to determine an EOQ range rather than a point if total inventory costs are sensitive to the order size.

 T 
11.
The lead time is the period that elapses between the time an order is placed and it is delivered.

 T 
12.
There is a direct relationship between the inventory order size and the carrying costs.

 T 
13.
The treasury has raised money on an irregular basis through the sale of "cash management" bills since 1974.

 T 
14.
Short-term investment pooling arrangements are large pools of short-term financial instruments.

CHAPTER 8

SOURCES OF SHORT-TERM FINANCING

 T 
1.
Spontaneous liabilities are those that grow out of normal patterns of successful operations in the business.

 T 
2.
Companies usually enjoy the longest credit terms when they buy under the terms of seasonal datings.

 F 
3.
The effective rate of interest and the nominal rate of interest (coupon interest rate) are the same when interest is paid on a discount basis.

 F 
4.
Bank loans are more volatile and less dependable than money market sources of funds at times of sharply intensifying financial strain.

 T 
5. 
A major disadvantage of commercial paper is that it is highly impersonal.

 T 
6.
If the company factors its accounts receivable, it can eliminate its credit department.

 F 
7.
Floating liens are extremely popular in practice because the lender can exercise tight control over the collateral.

 F 
8.
A line of credit is a formal agreement between a bank and its customer with respect to the maximum amount of credit that the bank will allow its customer to owe over a given period of time.

 T 
9.
If warehouse receipts are used to finance inventories, the inventories are in the possession of an independent thirty party.

 F 
10.
Commercial paper consists of secured promissory notes issued by relatively well-known companies.

 T 
11.
The major advantages of trade credit are its availability and flexibility.

 T 
12.
The three major forms of trade credit are open account, notes payable, and trade acceptances.

 T 
13.
Most short-term bank loans are made on an unsecured basis for business firms to cover their seasonal increases in inventories or accounts receivable.

 F 
14.
The prime lending rate is the rate of interest charged on short-term business loans to the least credit-worthy customers.

CHAPTER 9 

TIME VALUE OF MONEY

 F 
1.
The present value of a given future lump sum increases as the discount rate increases.

 T 
2.
The term "annuity" usually refers to a series of annual payments (receipts) of an equal amount, but it may also apply to a payment schedule with various intervals, i.e., such as 30-day interval or 6-month interval.

 T 
3.
The present value of an annuity falls as the number of compounding (discounting) periods per year increases.

 T 
4.
The current price of a bond is the present value of periodic payments plus the present value of its maturity value.

 F 
5.
A perpetuity is an annuity whose term begins on a definite date and ends on a definite date.

 F 
6.
The nominal rate of interest equals the effective rate of interest only if interest is compounded semiannually.

 T 
7.
The relationship between the compound value and the present value is reciprocal.

 F 
8.
The sinking fund schedule is the retirement of a debt plus its interest by making a set of equal periodic payments.

 T 
9.
When a bond sells for exactly its par value, the coupon interest rate and yield to maturity are equal.

 F 
10.
The value of any security is equal to the compound value of cash flows expected to be received by the investor.

 T 
11.
The amortization method refers to the retirement of a debt by making a set of equal periodic payments. These periodic payments include both interest and principal.

 F 
12.
The value of a bond is affected by the coupon rate of the bond, the maturity date of the bond, the discount rate (yield to maturity), and the recorded value of the firm's assets.

 F 
13.
Common stock investments and most capital investment projects involve even cash flows.

CHAPTER 10 


VALUATION
 T 
1. 
The goal of the firm is maximize the market value of common stock.

 F 
2.
The value of any real or financial asset is the future value of the expected cash flows from the asset compounded at the investor’s required rate of return.

 F 
3.
Valuation is a function of expected cash flows and historical cost.

 T 
4.
The investors’ return on the funds invested is the underlying firm’s cost of using the funds.

 F 
5.
Providing a return to the owner that beats the competition, will encourage market participants to buy the weaker firm’s and stock (pushing its stock price down) and sell the stronger firm’s stock, thereby pushing its stock price up and vice versa.

 T 
6.
The seller of the bond is the borrower and the buyer is the lender or investor.

 F 
7.
The lower the desired yield to maturity for a bond, the lower the price of the bond and vice versa.

 F 
8.
Thus yield and bond price move in same direction.

 T 
9.
If the yield to maturity on a bond is greater than the coupon rate of the bond, the bond will sell at a discount.

 F 
10.
A perpetuity is a special form of an annuity whose term begins on a definite date and end on a definite date.

 T 
11.
To determine the appropriate market value of preferred stock, divide the stock’s annual dividend by the preferred stockholder’s required rate of return on the investment.

 T 
12.
The price of a share of common stock may be interpreted by the stockholder as the present value of the expected future dividends.

 T 
13.
To estimate the present value of future dividends some assumption about the company’s expected dividend growth rate is necessary.

 F 
14.
In the constant growth case, we assume the firm’s dividend per share will grow at a constant rate for a definite period of time.

 T 
15.
In the no-growth case, the firm’s dividend is assumed to remain the same for indefinite periods in the future.

CHAPTER 11
THE COST OF CAPITAL

 F 
1.
The capital structure consists of long-term debt, notes payable, preferred stock, common stock, and retained earnings.

 T 
2.
The weighted average cost of capital is usually used as the firm's cost of capital.

 F 
3.
The cost of debt is adjusted for income taxes because interest payments occur after taxes.

 F 
4. 
Preferred stock is considered debt to the extent that preferred dividends are a tax-deductible expense.

 T 
5. 
The cost of common equity is the most difficult concept to measure.

 F 
6. 
Efficient capital markets exist when security prices reflect all available information and market prices adjust slowly to new information.

 T 
7. 
Systematic risk (beta coefficient) is an index of volatility in the excess return of one common stock over that of a market portfolio.

 T 
8.
Unsystematic risk is almost non-existent when capital markets are efficient and investors are well diversified.

 T 
9.
 Two alternative ways to specify the proportions of the capital structure in calculating the weighted average cost of capital are book value weights and market value weights.

 T 
10.
If the primary goal of the firm is to maximize its market value, market value weights are consistent with the firm's objective.

 T 
11.
The cost of retained earnings is slightly lower than the cost of new common stock because retained earnings do not involve flotation costs.

 T 
12.
The optimum capital structure is defined as the combination of debt, preferred stock, and common equity that yields the lowest cost of capital.

 T 
13.
The concept of optimum capital structure is based on the assumption that the prudent use of debt can lower the firm's overall cost of capital.

CHAPTER 12

CAPITAL BUDGETING UNDER CERTAINTY

 F 
1.
The entire process of planning expenditures whose benefits are expected to extend beyond one year is known as a capital rationing constraint.

 T 
2.
The ultimate success of company operations depend significantly upon sound capital budgeting decisions.

 F 
3.
The capital budgeting process must follow an ideally prescribed order because there are many steps and elements in the whole process of planning capital expenditures.

 T 
4.
In the case of cost overrun, companies can reanalyze their projects in progress, abandon them, or complete them with added cost.

 T 
5.
What is important in capital budgeting is the concept of cash flows rather than the concept of earnings after taxes.

 F 
6.
Such non-cash outlays as depreciation charges have nothing to do with the firm's ability to meet its maturing debts.

 F 
7.
The opportunities for location of a factory in alternate cities could be called mutually dependent projects.

 F 
8.
The construction of a toll bridge and the operation of a ferry across adjacent points on a river are technically possible and thus they are mutually independent projects.

 F 
9.
The establishment of long-range objective is the last step in the capital budgeting process.

 T 
10.
General office expenses or sunk costs (costs from past decisions) are the irrelevant costs in the capital budgeting analysis because they are not changed by the acceptance of the project.

 T 
11.
The results of post-audits enable the firm to compare the actual performance of a project with established standards.

 F 
12.

In computing the cash flow from an investment project, depreciation is deducted as an expense.

F 
13.

The primary function of capital budget is to determine the funds for future investments that will be raised through external financing.
 T 
14.
The opportunity cost is the rate of return that the funds could earn if they were invested in the best available alternative project.

 T 
15.
The net present value method, the internal rate of return method, and the profitability index consider the time value of money.

 F 
16.
In order to maximize stockholder wealth (value of the firm), the company must use the internal rate of return rather than the net present value method.

 T 
17.
The net present value of a project is positive as long as the internal rate of return for the project exceeds the cost of capital (discount rate).

 T 
18.
The internal rate of return is the discount rate that equates the net investment of a project with the present value of its net cash flows.

 T 
19.
When the company has a capital rationing constraint, some profitable projects could be rejected.

 T 
20.
If a project's internal rate of return equals the cost of capital, the project has a zero net present value.

 T 
21.
The payback method is poor because it ignores the time value of money and returns beyond the payback period.

 T 
22.
A particular project requires an initial outlay and then yields positive cash flows in several future periods. The net present value of the project will be greater if the cost of capital used to evaluate the project is lower.

 T 
23.
In an accept-reject decision, the firm should accept the project if its internal rate of return exceeds the cost of capital.

 T 
24.
Two projects are mutually exclusive if one is adopted then the other one cannot be adopted.

 F 
25.
Different capital budgeting techniques produce the same ranking for a set of investment projects.

 T 
26.
The payback method and the average rate of return method are not theoretically complete because they do not consider the time value of money.

 T 
27.
Capital assets include machines and tools.

CHAPTER 13 
OTHER ISSUES IN CAPITAL BUDGETING

 F 
1.
The recovery of past costs is relevant in capital investment analysis.

 F 
2.
Interest expenses involve actual cash outflows and thus should be treated as an initial cash outflow of the project.

 T 
3.
In addition to the investment in a fixed asset, a revenue-expanding project may require additional current assets such as accounts receivable and inventories.

 F 
4.
Ordinarily, the concept of annualized net present value or annualized cost can be used to analyze projects with different lives whose cash flows are extremely irregular.

 T 
5.
Normally, projects are evaluated as though the company were committed to the project over its entire life span.

 T 
6.
Retirement decisions are terminal decisions to the extent that an asset withdrawn from its original service will not be replaced by another asset which will perform the same service.

 F 
7.
If the firm uses the internal-rate-of-return method, it should retire the project when the rate of return on its retirement value is greater than the company's cost of capital.

 F 
8.
The presence of inflation in the economy does not distort capital budgeting decisions.

 T 
9.
The inflation-adjusted discount rate is determined by [(1+k)(1+I)-1] where k is the firm's cost of capital and I is the inflation rate.

 T 
10.
Ordinarily, the inflation adjusted net present value of a project is not identical with the net present value of the project in the absence of inflation.

 F 
11.
No adjustment is necessary for inflation in the analysis of the firm's investment opportunities because in the inflationary economy, the cost of capital and the expected net cash flows reflect such price increases.

 T 
12.
If a project has salvage value at the end of its life, the salvage value should be treated as a cash inflow.

CHAPTER 14 
CAPITAL BUDGETING UNDER UNCERTAINTY

 F 
1.
Decisions are made under risk when the decision maker knows all the available alternatives but cannot assign probabilities to the set of possible consequences for each alternative.

 T 
2.
The expected value of a project may be defined as the weighed average return where the probabilities of the various outcomes are used as weights.

 F 
3.
The semi variance is similar to the variance but considers only deviations above the expected value.

 T 
4.
The coefficient of variation is a relative measure of dispersion, while the standard deviation is an absolute measure of dispersion.

 F 
5.
Usually the standard deviation should be used when project return is stated in dollars, while the coefficient of variation should be used when project return is stated as a percent.
 F 
6.
With independence of cash flows over time, successive periods' cash flows are related in a highly systematic manner.
 F 
7.
The concept of diminishing marginal utility states that the risk premium must increase at a decreasing rate when risk increase at a constant rate.

 T 
8.
When the utility theory is used as a risk adjustment technique, there is the possibility that a profitable project will be rejected because its positive net present value is too small to cover its risk.

 F 
9.
The computer simulation model assumes that some key variables such as sales volume and price are mutually dependent.

 T 
10.
Sensitivity analysis allows the decision maker to identify most critical variables to project returns.

 T 
11.
The risk adjusted discount rate, the certainty equivalent approach, and the capital asset pricing model are the three formal approaches which are commonly used to incorporate risk into the analysis.

 F 
12.
The portfolio effect is greatest when the coefficient of variation between any two projects is +1.

CHAPTER 15
 INVESTMENT BANKERS AND CAPITAL MARKETS

 F 
1.
The organized security exchange may be characterized as a primary market.

 T 
2.
The difference between the price of a security to the public and the price paid to the issuing company is known as the spread.

 T 
3.
An underwriting syndicate is a group of investment bankers that got together to buy a new issue of securities for resale to the public.

 T 
4.
The over-the-counter market may be characterized as a secondary market.

 F 
5.
It takes about 70 days for the Security and Exchange Commission to complete its analysis on the registration statement of the issuing company.

 F 
6.
The preemptive right is a provision that gives the current managers a right to buy a specified number of common shares.

 T 
7.
The flotation cost for common stock is smaller than that for preferred stock.

 T 
8.
Margin requirements are the credit standards for the purchase of securities and determined by the Board of Governors of the Federal Reserve System.

 T 
9.
Private placement of securities avoids the underwriting spread.

 F 
10.
The Security Act of 1933 created the Security and Exchange Commission as a watchdog for the securities business.

 F 
11.
Big city newspapers and the Wall Street Journal report preferred stock quotations and common stock quotations on the separate financial pages.

 F 
12.
Most bonds are traded in the organized security exchanges.

 T 
13.
The investment banker provides the security issuer with three services: (1) advice and counsel, (2) underwriting, and (3) selling.

 T 
14.
The law requires public utility and state bond issues to be sold on a competitive basis because it results in a higher price than a negotiated offering.

CHAPTER 16 
FIXED INCOME SECURITIES: BONDS AND 




PREFERRED STOCK

 T 
1.
Interest payments are assured but preferred dividend payments are not assured.

 F 
2.
The issuing company exercises its call option when interest rates increase significantly.

 F 
3.
The yield of a callable bond is usually less than that of a non-callable bond.

 F 
4.
Dividends on non-cumulative preferred stock bypassed in one or more years should be paid in ten years.

 T 
5. 
Bonds have preference over both preferred stock and common stock in claims to earnings.

 T 
6. 
Default on preferred dividends does not necessarily lead the issuing company into bankruptcy.

 F 
7.
An indenture is an unsecured long-term bond.

 F 
8.
The company’s common stockholders determine the dividend rate on preferred stock annually.

 T 
9.
From the investor's standpoint, the risks associated with preferred stocks are greater than those associated with bonds.

 T 
10.
Income bonds typically stem from corporate reorganizations and their interest payments are tax deductible expense.

 F 
11.
Secured bonds are frequently called debenture bonds.

 F 
12.
Generally, preferred stockholders do not seek protective covenants similar to those found in term loans or bonds.

 T 
13.
Floating-rate bonds carry variable interest rates, which means that the interest paid on the bond changes as market interest rates change.

 T 
14.
Two financial service firms—Standard & Poor's Corporation and Moody's Investor Service—assign letter ratings to indicate the quality of bonds.

 T 
15.
Zero-coupon bonds do not pay periodic interest but are sold at a deep discount from their face value.

 T 
16.
Many innovative forms of bonds have been developed in recent years.

CHAPTER 17 
COMMON STOCK

 T 
1.
If investors purchase common stock at a price smaller than its par value, they may be held liable to the creditors in the event of bankruptcy for the difference between the price they paid and the par value.

 F 
2.
The authorized stock of a company represents the maximum number of common shares that the company can reacquire under the terms of corporate charter.

 T 
3.
An increase in common stock may be disadvantageous to the issuing company because it involves possible dilution of both earnings and control.

 T 
4.
The market value of a warrant exceeds its theoretical value due to the speculative value.

 T 
5.
Convertibles and warrants are used as sweeteners when the company issues its bonds or preferred stock.

 F 
6.
If the company desires to reduce its risk of bankruptcy, debt financing is better than stock financing.

 F 
7.
Common shares that have been issued but reacquired by the company are called stated capital.

 F 
8.
Generally, the liquidation value of a company is greater than its book value.

 F 
9.
Legal capital is paid in primarily for the protection of common stockholders.

 T 
10.
Under the cumulative voting system, each shareholder can accumulate his votes and cast all of them for a single director.

 T 
11.
The classified common stock is used, in most cases, to assure the control of the company by its founders and management.

 T 
12.
When securities are both callable and convertible, it is possible for the issuer to force conversion.

 T 
13.
The sale of common stock improves the company's ability to support more debt because common stock acts as a buffer against losses for the protection of creditors.

 T 
14.
A proxy is a form by which the stockholders assign their right to vote to another person.

CHAPTER 18
 DIVIDEND POLICY AND RETAINED EARNINGS

 T 
1.
The capital impairment rule states that dividends may not be paid if these dividends impair capital.

 T 
2.
Most companies desire to establish a dividend policy that can be sustained over a period of years.

 F 
3.
Those companies with easy access to external funds are less likely to pay cash dividends.

 F 
4.
Ordinarily, corporate profits tend to be more stable than dividends.

 T 
5.
Residual theory of dividend policy states that dividends are not paid until the company has exhausted its profitable investment opportunities.

 T 
6.
In general, dividends are less risky than the capital gains that will result from retained earnings.

 F 
7.
Stock splits involve a bookkeeping transfer from retained earnings to capital stock accounts.

 F 
8.
The repurchase of common stock is not a popular alternative to cash dividends.

 F 
9.
Corporate growth and dividends are two desirable and complementary goals.

 T 
10.
An argument for the stable dividend policy is that an unbroken record of dividend payments resolves uncertainty in the minds of investors.

 T 
11.
Some argue that stock dividends are generally used to conserve cash while stock splits are usually utilized for a considerable increase in the number of common shares outstanding.

 T 
12.
Control is an important factor that affects the company's dividend policy.

 T 
13.
The common stock is said to sell ex-dividend after the fourth business day prior to the date of record.

 T 
14.
One school of thought on dividend policy says that investors are indifferent between cash dividends and capital gains.

 T 
15.
A tender offer is a formal offer by a company to buy a specified number of its own shares or the shares of another company within a specified period time.

CHAPTER 19
TERM LOANS AND LEASES

 F 
1.
Intermediate-term loans are sought primarily to finance temporary current assets.

 F 
2.
The desirability of a lease arrangement is usually evaluated in comparison with preferred stock financing.

 F 
3.
The provision that calls for an extra large payment in the last year of the loan contract is known as an acceleration clause.

 T 
4.
A high degree of flexibility is one of the major advantages for term loans.

 T 
5.
The restriction on the payment of cash dividends is an example of a restrictive provision in a term loan.

 T 
6.
Term loans provided by insurance companies involve much larger amounts of money and longer maturities than bank term loans.

 F 
7.
One important tax advantage of the buying alternative over the leasing alternative occurs when the company acquires land.

 F 
8.
In operating leasing, the lease term is usually longer than the economic life of the leased property.

 T 
9.
If leases appear on financial statements, it will allow users of the financial statements to better evaluate the financial condition of the company.

 F 
10.
A sales and leaseback arrangement permits the company to acquire an asset it did not own previously.

 F 
11.
Most bank term loans have a final maturity of more than ten years.

 T 
12.
Although there are several different sources of funds to repay term loans, the borrower's net cash flows (earnings after taxes and non-cash charges) are the common source.

 T 
13.
Most revolving credits require the borrower to pay a small amount of commitment fees on the unused portion of the credit.

 T 
14.
Most banks find their highest risks in their loan portfolio, but bank term loans are also typically the most profitable bank asset.

CHAPTER 20
 CORPORATE GROWTH THROUGH MERGERS

 T 
1.
The three basic forms of corporate growth through business combination are horizontal growth, vertical growth, and conglomerate growth.

 F 
2.
The business combination which creates a new corporation is known as a statutory merger.

 F 
3.
A group of subsidiaries that operate as a separate legal entity is called conglomerate corporation.

 T 
4.
A synergistic effect may be characterized as "2 + 2 = 5." 

 T 
5.
The primary motive for most business combinations is to maximize the total value of a company.

 T 
6.
A holding company is a company that has a controlling interest in one or more other companies.

 T 
7.
When companies are combined under a pooling of interests, most of the companies involved would continue to exist after the combination.

 F 
8.
In a business combination treated as a purchase, the excess of the price paid over the net worth of the acquired company is classified as an increase in retained earnings.

 F 
9.
The Accounting Principles Board Opinion No. 16 significantly relaxes the conditions under which a pooling of interests could take place.

 F 
10.
A holding company cannot exist only to control other companies.

 T 
11.
Book values are not important as a basis for valuation in merger negotiations.

 F 
12.
Legal restrictions on internal growth are more restrictive than those on external growth.

 T 
13.
Advantages of mergers include tax advantages to the stockholders of the acquired company.

 T 
14.
One advantage of a holding company is that the failure of one subsidiary does not cause the failure of the entire holding company.

 T 
15.
Mergers may involve straight cash purchases, exchange of stock, or a combination of cash and securities.

CHAPTER 21 
CORPORATE GROWTH THROUGH MULTINATIONAL 





OPERATIONS

 T 
1.
The efficient allocation of funds and the acquisition of funds on favorable terms are basically the same for both domestic and multinational companies.

 T 
2.
The so-called "theory of comparative advantage" explains why countries exchange their goods and services with each other.

 F 
3.
The product life cycle theory and the portfolio theory are the two theories advanced to justify international trade.

 T 
4.
Some private companies invest abroad to seek raw materials, to seek new markets, or to seek new knowledge.

 T 
5.
The two basic types of risks involved in direct foreign investments are political risks and foreign exchange risks.

 F 
6.
In order to minimize political risks, multinational firms must try to maintain technological inferiority over local companies.

 F 
7.
Those dollar-denominated deposits in foreign branches of a U.S. bank are not treated as Eurodollars.

 T 
8.
Multinational companies can reduce their foreign exchange risk by hedging in the forward exchange market.

 F 
9.
The Export-Import Bank was established before the 1930's Great Depression.

 T 
10.
Tariffs and import quotas are the two primary means of protectionism.

 T 
11.
Oligopoly exists where there are only a few firms whose products are usually close substitutes for one another.

 T 
12.
Planned divestment within the context of foreign investment provides for the sale of majority ownership in foreign affiliates to local nationals during a previously agreed upon period of time.

 T 
13.
The absolute version of the purchasing power parity doctrine states that the equilibrium exchange rate between domestic and foreign currencies equals the rate between domestic and foreign prices.

CHAPTER 1


GOALS AND FUNCTIONS OF FINANCE
1-1.
The depression of the 1930s caused financial managers to focus on 


(a)
defensive aspects of bankruptcy


(b)
expansion aspects of mergers


(c)
government regulations of securities


(d)
both (a) and (b)

 *
(e)
both (a) and (c)

1-2.
Which of the following change(s) occurred in the U.S. economic system in recent years?


(a)
deregulation of industries


(b)
strong international competition


(c)
supply-side economics


(d)
rapid advancement in technology

 *
(e)
all of the above

1-3.
The primary goal of the firm is to maximize


(a)
profit


(b)
market share of its product

 *
(c)
stockholders wealth


(d)
earnings per share

 
(e)
sales

1-4. The dollar value of a stockholder's wealth is obtained by multiplying the number of 


shares owned by the


(a)
current book price of the common stock


(b)
current liquidation price of the company


(c)
current earnings per share

 *
(d)
current stock price per share


(e)
none of the above

1-5. Because investors want to maximize their wealth, they like firms to adopt policies that 


maximize its ________.


(a)
earnings after taxes


(b)
sales


(c)
earnings per share

 *
(d)
stock price


(e)
market share

1-6.
Which of the following is not an incentive provided to management to act in the best


interest of the stockholders?


(a)
bonuses


(b)
stock options


(c)
perquisites


(d)
both (a) and (b) are incentives

 *
(e)
all of the above are incentives 

1-7.
Which of the following is a major function of the financial manager? 


(a)
financial planning and control


(b)
the efficient allocation of funds


(c)
the acquisition of funds


(d)
both (a) and (c)

 *
(e)
all of the above

1-8.
Which of the following finance functions includes the preparation of budgets?

 *
(a)
financial planning and control


(b)
the efficient allocation of funds


(c)
the acquisition of funds


(d)
both (a) and (c)


(e)
all of the above
 

1-9.
Generally speaking, the higher the risk of a project


(a)
the project should be abandoned

 *
(b)
the higher the expected return


(c)
the higher the actual return


(d)
the project should always be accepted

1-10. Which of the following principles reflects the ability of fixed costs to magnify the rate of


return?

 *
(a)
leverage


(b)
risk-return tradeoff


(c)
time value of money

(d)
matching principle


(e)
none of the above

1-11.
"The financial manager's dilemma" sometimes refers to the

 *
(a)
liquidity versus profitability tradeoff


(b)
time value of money


(c)
matching principle


(d)
portfolio effect


(e)
leverage effect

1-12.
The portfolio effect states that as more assets are added to a portfolio, the risk of the portfolio


(a)
increases

 *
(b)
decreases


(c)
remains the same


(d)
does not change


(e)
cannot be quantified

1-13.
The valuation principle states that the value of an asset is equal to the


(a)
present value of its net profits


(b)
future value of its cash flows

 *
(c)
present value of its expected cash flows


(d)
present value of its expected depreciation


(e)
none of the above

CHAPTER 2
OPERATING ENVIRONMENT OF FINANCIAL MANAGEMENT
2-1.
Which of the following is the key element of the financial system?


(a)
financial instruments


(b)
financial markets


(c)
financial institutions


(d)
both (b) and (c)

 *
(e)
all of the above.

2-2.
The three general classes of financial assets are


(a)
money-market instruments, stocks, and cash


(b)
money-market instruments, stocks, and bonds


(c)
accounts receivable, cash, and marketable securities

 *
(d)
money-market instruments, capital market instruments, and money


(e)
none of the above

2-3.
Money market instruments have maturities of


(a)
less than 6 months


(b)
less than 9 months

 *
(c)
less than 12 months


(d)
more than 12 months


(e)
more than 3 years

2-4.
The M-1 is


(a)
Demand deposits, currency in circulation, NOW accounts, plus savings and small 



denomination time deposit accounts


(b)
M-2 plus large denomination time deposits


(c)
Demand deposits, currency in circulation, plus money market mutual fund shares.


(d)
Large-denomination time deposit accounts.

 *
(e)
Demand deposit at commercial banks, currency in circulation, NOW accounts, 



and all transaction accounts.

2-5.
Which of the following governmental organizations is not a finance regulatory agency?


(a)
The Securities and Exchange Commission

 *
(b)
The Veterans Administration


(c)
The Federal Home Loan Bank System


(d)
The Comptroller of the Currency


(e)
The Federal Reserve System

2-6.
Mutual savings banks typically do not invest in


(a)
insured mortgages


(b)
high-quality bonds

 *
(c)
conventional mortgages


(d)
any of the above investments

2-7.
Which of the following is not a characteristic of savings and loan associations?


(a)
they are state or federally chartered


(b)
they have mutual or stock form of ownership

 *
(c)
they specialize in consumer loans



(d)
both (a) and (b)


(e)
all of the above

2-8.
Which of the following is an ingredient of a credit union?


(a)
a group of people


(b)
pooled savings


(c)
common interests


(d)
loans to each other

 *
(e)
all of the above

2-9.
Which of the following loss(es) is not covered by property-casualty insurance 


companies?


(a)
workmen's compensation

 *
(b)
life


(c)
fire, hail, and windstorms


(d)
both (a) and (b)


(e)
all of the above

2-10.
Which of the following is not a characteristic of mutual funds?


(a)
they acquire small amounts of money from many individual investors


(b)
their shares are financial assets

 *
(c)
shareholders do not have right to sell their shares back to the fund


(d)
they are managed by professionals


(e)
they invest heavily in corporate securities

2-11.
Identify the incorrect statement regarding finance companies:

 *
(a)
they have access to deposit funds


(b)
they issue commercial papers


(c)
they borrow from banks


(d)
they make loans to individuals


(e)
they sometimes help sales of parent firm's goods

2-12.
NOW accounts are the same as


(a)
passbook savings account


(b)
interest-earning savings account


(c)
no interest-earning checking account

 *
(d)
interest-earning checking accounts


(e)
all of the above

2-13.
Which of the following is not a money market instrument?


(a)
treasury bills


(b)
bankers' acceptance


(c)
repurchase agreements

 *
(d)
common stocks


(e)
federal funds

2-14.
Which of the following is not a characteristic of treasury bills?


(a)
they are the obligations of the U.S. government


(b)
they are money market instruments


(c)
they are auctioned


(d)
they are sold on a discount basis

 *
(e)
investors clip coupons to collect interest

2-15.
Commercial papers are the obligations of


(a)
commercial banks

 *
(b)
large corporations


(c)
the U.S. government


(d)
foreign governments


(e)
the various state governments

2-16.
Which of the following is not a characteristic of bankers' acceptances?


(a)
they are money market instruments


(b)
they arise out of foreign trade transactions


(c)
they are time drafts issued by a firm and accepted by a bank

 *
(d)
they carry high risk


(e)
both (b) and (d)

2-17.
Negotiable certificates of deposits are


(a)
issued by commercial banks


(b)
money market instruments


(c)
sold in maturities of more than one year

 *
(d)
both (a) and (b)


(e)
all of the above

2-18.
Federal funds are


(a)
total federal tax revenues for a fiscal year


(b)
M-1 plus M-2


(c)
loans between investment companies


(d)
loans given by U.S. treasury to commercial banks

 *
(e)
loans between banks on an overnight basis to meet reserve requirements

2-19.
Which of the following is an example of primary markets?


(a)
organized security exchanges


(b)
over-the-counter markets

 *
(c)
a firm selling security for the first time in order to go public


(d)
Mr. Smith selling 1,000 shares of IBM this morning


(e)
none of the above

2-20.
Corporate bonds


(a)
are sold in denomination of $1,000


(b)
have fixed coupon rate


(c)
have fixed yield rate

 *
(d)
both (a) and (b) are true


(e)
both (a) and (c) are true

2-21.
Which of the following is a feature of municipal bonds?


(a)
they are called tax-exempt bonds


(b)
they carry lower interest rates compared to corporate bonds


(c)
they can be either general obligation bonds or revenue bonds


(d)
both (a) and (b)

*
(e)
all of the above

2-22.
Common stockholders have a right to


(a)
elect the board of directors


(b)
examine the books of the corporation


(c)
vote on mergers


(d)
both (a) and (b)

 *
(e)
all of the above

2-23.
Which of the following is a major cause of inflation in the economy?


(a)
too little money chasing too few goods


(b)
demand-pull inflation


(c)
cost-push inflation


(d)
both (a) and (b)

 *
(e)
both (b) and (c)

2-24.
The real interest rate is

 *
(a)
the nominal rate minus the expected inflation rate


(b)
the expected inflation rate plus the nominal rate


(c)
the nominal rate minus the unreal rate


(d)
the adjusted unreal rate plus the expected inflation rate


(e)
the nominal rate minus the risk premium on Aaa bonds

2-25.
Which of the following is not a feature of sole proprietorship?


(a)
low start-up costs


(b)
greatest freedom from regulation


(c)
there are in existence more number of sole proprietorships than 



corporations in the U.S.

 *
(d)
limited liability


(e)
both (c) and (d)

2-26.
In a partnership, if your partner absconds with the firm's funds, you are


(a)
not responsible for any of the firm's liabilities


(b)
responsible for that portion which corresponds to your share 



in the firm's ownership

*
(c)
in trouble and should call your accountant or attorney


(d)
both (a) and (b) are true


(e)
all of the above are true

2-27.
Identify the incorrect statement: A corporation is


(a)
a legal entity

 *
(b)
incorporated by the federal government


(c)
a continuing entity


(d)
owned by stockholders


(e)
none of the above is incorrect

2-28.
Which of the following is not an advantage of a corporation?


(a)
limited liability


(b)
transferability of ownership


(c)
ease of raising funds

 *
(d)
minimal regulation and red tape


(e)
all of the above are advantages

2-29.
Depreciation of an asset is

 *
(a)
a tax deductible expense


(b)
a cash consuming phenomenon


(c)
prohibited by law for assets that appreciate in value


(d)
both (a) and (c)


(e)
all of the above

2-30.
Using the straight-line depreciation method, calculate the current book value of a machine which was purchased 3 years ago for $100,000 with an original life expectancy of 5 years and an estimated salvage value of $10,000.



(a)
$60,000


(b)
$40,000


(c)
$54,000

 *
(d)
$46,000


(e)
$36,000

2-31.
Which of the following statements is true?


(a)
interest and dividend payments are tax deductible


(b)
interest paid on bonds by corporations is subject to double taxation


(c)
interest is paid out of after-tax earnings


(d)
only 85 percent of dividends paid by one corporation to another is taxable

 *
(e)
none of the above are true


CHAPTER 3
FINANCIAL STATEMENT ANALYSIS

3-1.
Ratio Analysis involves the use of


(a)
the balance sheet


(b)
the production budget


(c)
the income statement


(d)
(a) and (b)

 *
(e)
(a) and (c)

3-2.
Which of the following financial statements reflect the firm's financial position 


at a point in time?


(a)
the income statement


(b)
the production budget


(c)
the capital expenditure budget


(d)
the source and use of fund statement

 *
(e)
the balance sheet

3-3.
Which of the following current assets is generally considered least liquid?


(a)
cash


(b)
accounts receivable


(c)
marketable securities

 *
(d)
inventories


(e)
all of the above

3-4.
Which of the following is not a part of a balance sheet?


(a)
cash


(b)
accounts payable

 *
(c)
dividends


(d)
net plant and equipment


(e)
paid-in capital

3-5.
Which of the following is not found in an income  statement?


(a)
sales


(b)
expenses


(c)
depreciation

 *
(d)
stockholders' equity


(e)
taxes

3-6.
Which of the following is not classified as a current asset?

 *
(a)
notes payable


(b)
cash


(c)
inventories


(d)
accounts receivable


(e)
marketable securities

3-7.
Typically, the major interest groups of a company are


(a)
short-term creditors


(b)
management


(c)
stockholders


(d)
long-term creditors

 *
(e)
all of the above

3-8.
Short-term creditors are primarily interested in the ability of the company to meet its


(a)
lease obligations


(b)
common dividend obligations


(c)
preferred dividend obligations

 *
(d)
short-term obligations


(e)
sinking fund obligations

3-9.
Which of the following methods is typically used to value inventories?


(a)
LIFO


(b)
FIFO


(c)
NIFO

 *
(d)
both (a) and (b)


(e)
both (b) and (c)

3-10.
In periods of rapid inflation, which is the preferred method of valuing inventories?


(a)
FIFO

 *
(b)
LIFO


(c)
net present value method


(d)
percent of sales method


(e)
all of the above

3-11.
Liquidity ratios measure the company's


(a)
capacity to meet its long-term obligation

 *
(b)
ability to pay its short-term obligations


(c)
ability to use its resources


(d)
return on sales and investments


(e)
none of the above

3-12.
The current ratio is


(a)
a profitability ratio


(b)
a leverage ratio


(c)
an activity ratio

 *
(d)
a liquidity ratio


(e)
none of the above

3-13.
In order to calculate the acid test ratio, one needs to deduct             from the current assets 


before dividing it by current liabilities.



(a)
cash


(b)
account receivables

 *
(c)
inventories


(d)
marketable securities


(e)
none of the above

3-14.
If a firm’s interest charges equal its EBIT, what will be its times interest 
earned ratio?

 *
(a)
one


(b)
two


(c)
four


(d)
ten


(e)
cannot be calculated from the available information

3-15. The total assets turnover is ____ divided by total assets. 


(a)
equity


(b)
cost of goods sold

 *
(c)
sales


(d)
fixed assets


(e)
net earnings

3-16.
The inventory turnover is ________ divided by inventories.


(a)
cash


(b)
EBIT


(c)
gross profits


(d)
net profits

 *
(e)
cost of goods sold








3-17.
The average collection period is the number of days in one year divided by ______.


(a)
365

 *
(b)
accounts receivable turnover


(c)
accounts payable turnover


(d)
account receivables


(e)
sales

3-18.
The profit margin on sales is _________ divided by sales.

 *
(a)
net income after taxes


(b)
EBIT


(c)
gross profits


(d)
cost of goods sold


(e)
depreciation

3-19.
A firm's net worth is the same as


(a)
total assets minus current liabilities


(b)
total assets minus current assets


(c)
total liabilities plus total assets

 *
(d)
total assets minus total liabilities


(e)
current assets minus current liabilities

3-20.
Return on investment is net income after taxes divided by 


(a)
equity


(b)
fixed assets


(c)
inventories


(d)
current assets

 *
(e)
total assets

3-21.
According to the DuPont system, the return on investment (ROI) is the


(a)
sum of current assets and fixed assets

 *
(b)
product of profit margin and asset turnover


(c)
product of profit margin and inventory turnover


(d)
net profit divided by total equity


(e)
sum of return on fixed assets and return on current liabilities

3-22.
According to the DuPont system, the profit margin times the asset turnover is equal to the 

 *
(a)
return on investment


(b)
return on fixed assets


(c)
return on net worth


(d)
return on current assets


(e)
return on sales 

3-23. According to the DuPont system, return on investment divided by "one minus the debt


ratio" equals the


(a)
return on investment

 *
(b)
return on net worth


(c)
return on fixed assets


(d)
return on current assets


(e)
return on sales

3-24.
In order for ratio analysis to be meaningful, one should compare a given ratio with its


(a)
historical values


(b)
industry standards


(c)
target values


(d)
related ratios

 *
(e)
all of the above

3-25.
Which one of the following is not a limitation of ratio analysis:


(a)
distortion of comparative data


(b)
differences in accounting methods

 *
(c)
availability of industry average ratios


(d)
window dressing


(e)
varied product lines

Questions 3-26 through 3-30 refer to the following problem:


XYZ Company


Balance Sheet as of December 31, 2004


(in thousands)

Assets



 
Liabilities & Net Worth
Cash
$ 120
Accounts payable
$ 120

Marketable securities
90
Notes payable
90

Accounts receivable
180
Accrued taxes
30 

Prepaid expenses
60
Current maturity  

Inventories
450

long-term debt
75

Total current assets
$ 900
Other accruals
105



Total current

Gross plant & equipment
735

liabilities  
$ 420

Less: Accumulated

Long-term debt
330


Depreciation
   135
Common stock 
300

Net plant & equipment
600
Paid-in capital
150




Retained earnings
300

Total assets
$l,500
Total liabilities



======

and net worth
$l,500






======

XYZ Company

Income Statement

Year Ended December 31, 2004

(in thousands)

Net sales

$3,000

Less:  Cost of goods sold

 2,100
Gross profit

$  900

Less:
Operating expenses:


Selling expenses
$ 90


Gen. & Admin. Expenses
105


Lease payments
30
   225
Gross operating income

$  675

Less:  Depreciation

   225
Net operating income

$  450

Less:  Interest

   150
Net income before taxes

$  300

Less:  Taxes

    150
Net income after taxes

$  150




======

3-26.
The current ratio for the XYZ Company is


(a)
not applicable to the balance sheet analysis


(b)
1.00

 *
(c)
2.14


(d)
2.41


(e)
none of the above

3-27.
XYZ Company's times interest earned is


(a)
1.50


(b)
2.00

 *
(c)
3.00


(d)
4.50


(e)
0.33

3-28.
The debt ratio for the XYZ Company is

 *
(a)
0.5


(b)
1.0


(c)
2.5


(d)
1.75


(e)
none of the above

3-29.
The inventory turnover for the XYZ Company is


(a)
20 days


(b)
40 days


(c)
7.4x

 *
(d)
4.7x


(e)
9.0x

3-30.
The average collection period for the XYZ Company is


(a)
20 days

 *
(b)
22 days


(c)
30 days


(d)
35 days


(e)
60 days

CHAPTER 4
LEVERAGE AND RISK ANALYSIS

4-1.
Operating leverage is


(a)
the ratio of current assets to fixed assets

 *
(b)
the ratio of fixed assets to total assets


(c)
the ratio of current assets to total assets


(d)
the ratio of fixed assets to stockholders equity


(e)
none of the above

4-2.
Financial leverage is

 *
(a)
the ratio of total debt to total assets


(b)
the ratio of current debt to total debt


(c)
the ratio of long-term debt to total assets


(d)
the ratio of current debt to long-term debt


(e)
none of the above

4-3.
At the break-even level of output


(a)
total revenue equals total fixed costs

 *
(b)
total revenue equals total costs


(c)
total revenue equals total variable costs


(d)
total fixed costs equal total variable costs


(e)
none of the above

4-4.
The break-even point will increase if


(a)
fixed costs increase


(b)
selling price increases


(c)
variable costs increase


(d)
both (a) and (b) occur

 *
(e)
both (a) and (c) occur

4-5.
If both fixed costs and variable costs decline, the break- even point


(a)
 increases


(b)
 remains the same

 *
(c)
 decreases


(d)
 both increases and decreases


(e)
 cannot be calculated based upon the available information

4-6. If both fixed costs and selling price increase, the break-even point


(a)
increases


(b)
remains the same


(c)
decreases


(d)
first increases and then decreases

 *
(c)
cannot be calculated based upon the available information

4-7.
Which of the following is not likely to be included in the computation of variable costs?


(a)
direct labor


(b)
raw material costs


(c)
sales commission

 *
(d)
management salary


(e)
all of the above are included

4-8.
Which of the following is not likely to be included in the computation of fixed costs?


(a)
depreciation


(b)
utilities

 *
(c)
direct labor


(d)
supervisory salaries


(e)
all of the above are included

4-9.
Calculate the break-even quantity for a firm which sells its product for $10 per unit, 


has fixed costs of $600 and variable costs of $6 per unit.


(a)
300 units


(b)
250 units


(c)
200 units

 *
(d)
150 units


(e)
none of the above

4-10.
In the above problem, calculate the dollar amount of break-even point for the firm.


(a)
$3,000

 *
(b)
$1,500


(c)
$2,000


(d)
$2,500


(e)
none of the above

4-11.
Operating leverage is the result of


(a)
variable costs

 *
(b)
fixed costs


(c)
total costs


(d)
total revenue


(e)
interest charges

4-12.
The degree of operating leverage 
(DOL)
 is defined as the

 *
(a)
percentage change in EBIT to percentage change in sales


(b)
percentage change in EPS to percentage change in EBIT


(c)
percentage change in EBIT to percentage change in EPS


(d)
percentage change in EPS to percentage change in sales


(e)
none of the above

4-13.
When the DOL = 3, a 5% change in sales volume will result in a


(a)
5% change into EPS


(b)
15% change into EPS


(c)
5% change into EBIT

 *
(d)
15% change into EBIT


(e)
none of the above

4-14.
Financial leverage is the result of


(a)
fixed operating costs

 *
(b)
fixed interest costs


(c)
variable costs


(d)
total costs


(e)
dividend costs

4-15. Favorable financial leverage occurs when the firm's return on investment (ROI)


is greater than the

 *
(a)
fixed cost of borrowing


(b)
cost of capital


(c)
cost of preferred stock


(d)
cost of equity


(e)
all of the above

4-16.
The degree of financial leverage 
(DFL)
 is defined as the


(a)
percentage change in EBIT to percentage change in sales


(b)
percentage change in EPS to percentage change in sales


(c)
percentage change in EBIT to percentage change in EPS

 *
(d)
percentage change in EPS to percentage change in EBIT


(e)
none of the above

4-17.
If the DFL = 2, a 10% change in EBIT will result in a


(a)
10% change in EPS


(b)
20% change in sales


(c)
20% change in net profit

 *
(d)
20% change in EPS


(e)
20% change in DPS

4-18.
The degree of combined leverage (DCL) is defined as the

 *
(a)
percentage change in EPS to percentage change in sales

(b) percentage change in EBIT to percentage change in sales





(c)
percentage change in EPS to percentage change in EBIT




(d)
percentage change in EBIT to percentage change in EPS


(e)
none of the above

4-19.
If the DCL = 5, a 5% change in sales will result in a


(a)
5% change in EPS


(b)
15% change in EBIT


(c)
25% change in EBIT


(d)
25% change in net profit

 *
(e)
25% change in EPS

4-20.
By increasing the use of operating leverage, the firm will also increase its


(a)
financial risk

 *
(b)
business risk


(c)
inflation risk


(d)
both (a) and (b)



(e)
all of the above

4-21.
By increasing the use of financial leverage, the firm will also increase its


(a)
business risk


(b)
inflation risk

 *
(c)
financial risk


(d)
both (a) and (b)



(e)
all of the above

4-22. Degree of combined leverage (DCL) is


(a)
the sum of DOL and DFL

 *
(b)
the product of DOL and DFL


(c)
the coefficient of DOL and DFL


(d)
independent of DOL and DFL


(e)
none of the above

4-23.
Delta Company sells its product at $20 per unit. Its fixed costs are $10,000 


and the variable costs are $10 per unit. Calculate the degree of operating 


leverage at 3,000 units of output.


(a)
3 times


(b)
2.5 times


(c)
2.0 times

 *
(d)
1.5 times


(e)
1.0 times

4-24.
Sigma Corporation has an EBIT of $20,000. Assuming its interest charges are $4,000, calculate its degree of financial leverage (DFL).


(a)
5 times


(b)
2.5 times

 *
(c)
1.25 times


(d)
1.00 times


(e)
none of the above


CHAPTER 5

 
FINANCIAL PLANNING AND FORECASTING

5-1.
Which of the following is not a typical budget used by the firm?


(a)
sales budget


(b)
production budget


(c)
administrative budget

 *
(d)
cost of goods sold budget


(e)
financial planning budget

5-2.
Which of the following budgets constitutes the first step in the entire budgeting process?


(a)
production budget


(b)
administrative budget

 *
(c)
sales budget


(d)
financial planning budget


(e)
R & D budget

5-3.
The production budget reflects the use of


(a)
materials


(b)
labor


(c)
facilities


(d)
both (a) and (b)

 *
(e)
all of the above

5-4.
The balance sheet budget summarizes the effect of the budgeting system on the firm's


(a)
assets


(b)
liabilities


(c)
net worth


(d)
both (a) and (b)

 *
(e)
all of the above

5-5.
What is the most common duration for which cash budgets are prepared?


(a)
weekly

 *
(b)
monthly


(c)
quarterly


(d)
half-yearly


(e)
yearly

5-6.
Which of the following is not a cash outflow item in the firm's cash budget?


(a)
wages and salaries


(b)
interest payment

 *
(c)
depreciation charges


(d)
overhead payments


(e)
selling expenses

5-7.
Which of the following is not a cash budget item?


(a)
credit sales


(b)
cash sales


(c)
purchases


(d)
overhead expenses

 *
(e)
accruals

5-8. Which of the following item from the firm's pro forma income statement is needed in


order to prepare the firm's pro forma balance sheet?


(a)
sales estimates

 *
(b)
retained earnings estimates


(c)
cost of goods sold estimates


(d)
EBIT estimates


(e)
net profit estimates

5-9.
A statement based on historical data indicating where funds came from and 


how they were used is known as the


(a)
cash budget


(b)
income budget


(c)
capital expenditure budget


(d)
finance budget

 *
(e)
sources and uses of funds statement

5-10.
The funds-flow statement is an important planning tool to estimate the firm's


(a)
profitability

 *
(b)
financial requirements


(c)
dividend payments


(d)
debt servicing payments


(e)
sales projections

5-11.
Which of the following is not a source of funds?

 *
(a)
increase in cash


(b)
increase in notes payable


(c)
decrease in inventories


(d)
increase in retained earnings


(e)
decrease in fixed assets

5-12.
Which of the following is not a source of funds?


(a)
increase in accounts payables


(b)
decrease in accounts receivables


(c)
increase in equity capital

 *
(d)
decrease in depreciation


(e)
increase in notes payables

5-13.
Which of the following is not a use of funds?


(a)
increase in cash


(b)
decrease in notes payables

 *
(c)
increase in depreciation


(d)
decrease in long-term debt


(e)
increase in fixed assets

5-14.
Which of the following is not a use of funds?

 *
(a)
decrease in cash


(b)
increase in inventories


(c)
decrease in accounts payable


(d)
increase in accounts receivables


(e)
decrease in long-term debt

5-15. The percent-of-sales method assumes that certain balance sheet accounts 



change in some fixed proportion to changes in ________.


(a)
assets


(b)
net profits


(c)
income statement

 *
(d)
sales


(e)
sources and uses of funds

5-16. Which of the following is classified as "spontaneously generated liabilities" which would


automatically finance a part of sales increase?


(a)
accounts payable


(b)
accruals


(c)
bonds

 *
(d)
both (a) and 
(b)


(e)
all of the above

5-17. Given the following balance sheet changes, what change, if any, should appear in the



retained earnings?


cash = + 6,000; depreciation = + $5,000; inventories = + $12,000; 


notes payable = -$8,000; 
accounts payable = + $15,000


(a)
+$ 5,000

 *
(b)
+$ 6,000


(c)
+$10,000


(d)
-$ 5,000


(e)
-$ 6,000

5-18.
Jupiter, Inc. has an EBIT of $4,250,000 and an interest payment of $500,000. Given a


tax rate of 50 percent and a dividend payout ratio of 40 percent, what is the company's


estimate of retained earnings?

 *
(a)
$1,125,000


(b)
$ 750,000


(c)
$1,875,000


(d)
$1,275,000


(e)
$ 850,000

5-19.
Which of the following forecasting methods is most sophisticated?


(a)
the percent to sales method

 *
(b)
the multiple regression method


(c)
the simple regression method


(d)
the sales force composite method


(e)
the users' expectation method

5-20.
When two or more independent variables are used to
 estimate the value of a dependent


variable, one must use


(a)
the percent to sales method

 *
(b)
the multiple regression method


(c)
the simple regression method


(d)
the sales force composite method


(e)
the users' expectation method

CHAPTER 6
AN OVERVIEW OF WORKING CAPITAL MANAGEMENT
6-1.
The working capital management refers to the management of


(a)
fixed assets and liabilities


(b)
total assets and current liabilities


(c)
current assets and equity

 *
(d)
current assets and current liabilities


(e)
fixed assets and current liabilities

6-2.
Current assets are reasonably expected to be converted into cash within

 *
(a)
one year


(b)
three years


(c)
five years


(d)
ten years


(e)
six months

6-3.
Current assets are listed on the balance sheet in order of their


(a)
solvency


(b)
priority


(c)
profitability


(d)
importance

 *
(e)
liquidity

6-4.
Net working capital


(a)
is always positive


(b)
is always greater than working capital


(c)
excludes accounts receivable

 *
(d)
is the excess of current assets over current liabilities


(e)
is less liquid than fixed assets

6-5.
If a firm has a current ratio of one, its net working capital is


(a)
positive

 *
(b)
zero


(c)
negative


(d)
the same as its current liabilities


(e)
cannot be answered from the given information

6-6.
Temporary increases in short-term assets should ordinarily be financed from


(a)
long-term debt


(b)
equity

 *
(c)
short-term capital


(d)
retained earnings


(e)
retained earnings plus depreciation


6-7.
The operating cycle or cash cycle is the length of time between


(a)
when a firm purchases raw materials and when it sells its product

 *
(b)
when a firm purchases raw materials and when it collects its account receivables


(c)
when a firm sells its products and collects it account receivables


(d)
when a firm purchases its raw materials and when it manufactures 



the finished product


(e)
none of the above

6-8. A combination of a high level of current assets with a low level of current liabilities will 


generally yield the following results

 *
(a)
lower profitability and lower risk


(b)
lower profitability and higher risk


(c)
higher profitability and higher risk


(d)
higher profitability and lower risk


(e)
none of the above

6-9.
The smaller the proportion of current assets to total assets


(a)
the higher the rate of return and the lower the degree of risk


(b)
the lower the rate of return and the higher the degree of risk

 *
(c)
the higher the rate of return and the higher the degree of risk


(d)
the lower the rate of return and the lower the degree of risk


(e)
none of the above

6-10.
In general, as the ratio of a firm's current liabilities to current assets increases


(a)
profitability increases and risk decreases

 *
(b)
both the profitability and risk increase


(c)
profitability decreases and risk increases


(d)
both the profitability and risk decrease


(e)
none of the above

6-11.
The matching principle requires that a firm match


(a)
current assets to current liabilities


(b)
fixed assets to long-term capital

 *
(c)
the maturity structure of its assets with that of liabilities


(d)
current assets to fixed assets


(e)
current liabilities to long-term capital

CHAPTER 7 
CURRENT ASSET MANAGEMENT

7-1.
Three primary motives for holding cash are:


(a)
financing, capital budgeting and dividend


(b)
liquidity, profitability and leverage


(c)
mergers, acquisitions and inventory financing

 *
(d)
transaction, precautionary and speculative


(e)
none of the above

7-2.
Which of the following is not a current asset?


(a)
inventory


(b)
cash

 *
(c)
plant and equipments


(d)
account receivable


(e)
marketable securities

7-3.
On the topic of cash management, the term "float" refers to


(a)
the process of floating a security

 *
(b)
the status of funds in the process of collection


(c)
the process of clearing checks from the banking system


(d)
money held in the money market mutual funds


(e)
none of the above

7-4.
Which of the following does not represent a category of float?


(a)
invoicing float


(b)
mail float


(c)
processing float


(d)
transit float

 *
(c)
collection float

7-5.
Which of the following is not used to speed up the cash collection into the firm?


(a)
lock-box system

 *
(b)
use of float


(c)
concentration banking


(d)
pre-authorized checks

7-6.
The lock-box system is designed to

 *
(a)
speed up the process of cash collection


(b)
lock up the idle cash balances


(c)
increase the float


(d)
give extended credit to customers


(e)
forego cash discounts on accounts payable

7-7.
Concentration banking is a process to


(a)
centralize the banking system


(b)
increase the float

 *
(c)
speed up the cash collection from customers


(d)
concentrate banking in big cities only


(e)
allow foreign banks to open offices in the United States

7-8.
The pre-authorized checks 
(PACs) system has the following advantage(s)


(a)
the cash flows from this system are highly predictable


(b)
billing and postage costs are eliminated


(c)
customers are not confronted with the problems of regular billings


(d)
both (a) and (b)

 *
(e)
all of the above

7-9.
Which of the following methods will not help to increase cash balance?


(a)
use of lock-box system

 *
(b)
decentralized banking


(c)
delaying disbursements


(d)
use pre-authorized checks


(e)
all of the above

7-10.
Which of the following method(s) will help to increase cash balance?


(a)
use of lock-box system


(b)
concentration banking


(c)
delaying disbursements


(d)
both (a) and (b)

 *
(e)
all of the above

7-11.
In order to determine the optimum cash balance, the firm must consider the following


(a)
the transaction demand for cash


(b)
the efficiency of its cash management


(c)
the compensating-balance requirements of its bankers


(d)
both (a) and (b)

 *
(e)
all of the above

7-12. Calculate the effective cost of a loan which requires a nominal interest rate of 12 percent


and a compensating balance of 20 percent of the loan amount.


(a)
20%

 *
(b)
15%


(c)
12%


(d)
10%


(e)
none of the above

7-13.
Marketable securities are primarily held for the following reason(s):


(a)
to provide buffer against cash shortages


(b)
to earn interest on a temporary basis


(c)
to earn interest earnings to compensate for interest expenses

 *
(d)
both (a) and (b)


(e)
all of the above

7-14. Which of the following factor(s) must be considered while selecting marketable


securities?


(a)
risk of default


(b)
marketability


(c)
maturity


(d)
both (b) and (c)

 *
(e)
all of the above

7-15.
Which of the following is not considered a typical marketable security?


(a)
treasury bills


(b)
commercial papers


(c)
banker's acceptance


(d)
repurchase agreements

 *
(e)
common stock

7-16.
Which of the following is not considered a typical credit policy variable?


(a)
credit standards


(b)
credit terms


(c)
collection policy

 *
(d)
disbursement policy


(e)
cash discount polity

7-17.
An increase in cash discount tends to


(a)
stimulate sales


(b)
shorten the average collection period


(c)
reduce bad-debt losses


(d)
both (a) and (b)

 *
(e)
all of the above

7-18.
A tight collection policy may tend to


(a)
decrease bad-debt losses


(b)
reduce the average collection period


(c)
reduce the collection expenditures

 *
(d)
both (a) and (b)


(e)
all of the above

7-19.
Which of the following is not considered a typical source of credit information?


(a)
report of credit reporting agencies


(b)
financial statements

 *
(c)
department stores credit cards


(d)
credit interchange bureaus


(e)
Dun & Bradstreet reports

7-20.
Which of the following is not considered an essential factor in credit analysis?


(a)
character


(b)
capacity


(c)
collateral

 *
(d)
courtesy


(e)
capital

7-21.
Which of the following is not included in the carrying costs for inventory?


(a)
interest on funds tied up in inventory


(b)
insurance premiums


(c)
storage costs

 *
(d)
lost quantity discounts


(e)
inventory handling costs

7-22. Calculate the EOQ for a firm which sells 8,000 units annually, 



the ordering costs are $80, and the carrying costs are $2 per unit.


(a)
200


(b)
400


(c)
600

 *
(d)
800


(e)
none of the above

7-23.
In the above problem, calculate the total inventory cost.


(a)
$2,000

 *
(b)
$1,600


(c)
$1,200


(d)
$ 800


(e)
$ 400

7-24.
Which of the following factor(s) affect the size of safety stock?


(a)
fluctuations in demand for inventory


(b)
uncertainty of lead time


(c)
the cost of stock-outs


(d)
both (a) and (b)

 *
(e)
all of the above

7-25.
Under conditions of uncertainty, the reorder point is defined as


(a)
the lead time in days times the daily usage


(b)
the economic order quantity

 *
(c)
the usage during the lead time plus the safety stock


(d)
the EOQ plus the safety stock


(e)
none of the above

7-26.
For the following reason(s), the management of inventory is very important


(a)
 they represent a large segment of total assets


(b)
they are least liquid of current assets


(c)
they are difficult to handle

 *
(d)
both (a) and (b)


(e)
all of the above

CHAPTER 8
SOURCES OF SHORT-TERM FINANCING

8-1
Short-term credit refers to debt which is expected to be repaid within


(a)
five years


(b)
three years

 *
(c)
one year


(d)
six months


(e)
one month

8-2
Which of the following is not a short-term source of funds?


(a)
trade credit


(b)
commercial papers


(c)
notes payable

 *
(d)
rights financing


(e)
accounts receivable financing

8-3
Which of the following are major forms of trade credit?


(a)
open account


(b)
trade acceptances


(c)
notes payable


(d)
both (a) and (b)

 *
(e)
all of the above

8-4.
What is the exact cost of not taking a cash discount for the following term: 3/10 net 100?


 Assume 360 days in one year.


(a)
12.00%

 *
(b)
12.37%


(c)
15.28%

 
(d)
 3.00%


(e)
18.76%

8-5.
Calculate the cost of a cash discount forgone for the following term: 2/10 net 60. Assume


360 days in one year.


(a)
 2.00%


(b)
18.26%

 *
(c)
14.69%


(d)
36.73%


(e)
none of the above

8-6.
Short-term bank loans are made


(a)
on an unsecured basis


(b)
to finance firm's seasonal needs


(c)
to finance firm's expansion needs

 *
(d)
both (a) and (b)


(e)
all of the above

8-7.
Which of the following is not a form of short-term bank loan?


(a)
notes payable


(b)
lines of credit

 *
(c)
compensating balance


(d)
revolving credit arrangements


(e)
all of the above are forms of short-term bank loan

8-8.
A line of credit agreement has which of the following characteristic(s)?


(a)
it is an informal commitment


(b)
it is unsecured


(c)
it requires commitment fee from the borrower

 *
(d)
both (a) and (b)


(e)
all of the above

8-9.
A revolving line of credit has which of the following characteristic(s)?


(a)
it is a legal commitment


(b)
it is legally binding


(c)
it normally runs from one to three days


(d)
both (a) and (b)

 *
(e)
all of the above

8-10. A firm borrows $20,000 at 12 percent. Compute the effective rate of interest if the 


loan is discounted.


(a)
12.00%


(b)
15.53%

 *
(c)
13.64%


(d)
11.68%


(e)
24.00%

8-11.
Commercial papers are


(a)
short-term promissory notes


(b)
unsecured notes


(c)
issued by the most credit-worthy corporations


(d)
both (a) and (b)

 *
(e)
all of the above

8-12.
In general, the interest rate on commercial paper is


(a)
the same as the prime rate

 *
(b)
below the prime rate



(c)
above the prime rate


(d)
the same as long-term Aaa corporate bond rate


(e)
the same as the cost of preferred stock

8-13.
Which of the following is(are) the advantage(s) of commercial paper financing?


(a)
it is less costly than bank loans


(b)
it is free of bank regulations


(c)
it has a maturity of one year

 *
(d)
both (a) and (b)


(e)
all of the above

8-14. While pledging accounts receivable as a means of securing short-term financing, the risk

of default by the customer lies with the


(a)
lender

 *
(b)
borrower


(c)
bank


(d)
credit bureau


(e)
all of the above

8-15. The cost of an account receivable loan tends to be higher than the cost of an unsecured loan due to the following reason(s):


(a)
companies are usually financially weaker who use account receivable financing


(b)
it requires considerable amount of paperwork


(c)
account receivable do not make good collateral

 *
(d)
both (a) and (b)


(e)
all of the above

8-16.
In factoring, account receivables are


(a)
sold on an outright basis


(b)
factored on a non-recourse basis


(c)
factored on notification basis


(d)
both (a) and (b)

 *
(e)
all of the above

8-17. Calculate the net proceeds available to a firm which has factored its accounts receivable of $20,000 due in one month. The factor advances 75 percent of the receivables, charges 1.5 percent interest per month, and 2 percent factoring commission. Both the interest and the commission are paid on a discount basis.


(a)
$15,000.00


(b)
$14,700.00


(c)
$14,589.00


(d)
$14,775.00

 *
(e)
$14,479.50

8-18.
In the above problem, calculate the effective annual cost of the financial arrangement.


(a)
60.52%


(b)
49.02%

 *
(c)
43.14%


(d)
24.00%


(e)
18.57%

8-19.
Which of the following is not a desirable feature of inventories when it is being used as a 


collateral for securing short-term loans?


(a)
marketability


(b)
durability


(c)
price stability

 *
(d)
perishability


(e)
degree of physical control by the lender

8-20. Which of the following is not a typical arrangement while using inventories as a 


collateral for a short-term loan?


(a)
floating 
(blanket) inventory liens

 *
(b)
factoring inventories


(c)
trust receipts


(d)
warehouse receipts


(e)
all of the above are typical arrangements

8-21. Which one of the following methods of inventory financing provides the best protection 


to the lender?


(a)
floating 
(blanket) inventory liens


(b)
trust receipts

 *
(c)
warehouse receipts


(d)
factoring inventories


(e)
all of the methods provide equal protection

8-22. Calculate the effective interest rate on a $10,000 loan at 12 percent interest rate if the 


bank requires a 20 percent compensating balance.


(a)
12 percent

 *
(b)
15 percent


(c)
18 percent


(d)
9 percent


(e)
none of the above

CHAPTER 9
TIME VALUE OF MONEY

9-1. A person deposits $1,000 in a savings account that pays 5 percent interest 


compounded annually. How much money would the person have at the end 


of five years?


(a)
$1,150


(b)
$1,250

 *
(c)
$1,276


(d)
$ 784


(e)
$5,526

9-2. How much will $100 invested today at an annual interest rate of 6 percent 


compounded semiannually provide at the end of eight years?


(a)
$ 150.00

 *
(b)
$ 160.50


(c)
$ 180.25


(d)
$ 195.10


(e)
$2,015.70

9-3. If you deposit $100 a year at the end of every year in a savings account that pays 6 


percent interest compounded annually, how much would you accumulate at the end 


of five years?

 * 
(a)
$563.70


(b)
$133.80


(c)
$421.20


(d)
$395.40


(e)
$683.51

9-4. If you deposit $300 at the end of every six months in a savings account that pays 8 


percent annual interest compounded semiannually, how much would you receive at the


end of three years?


(a)
$1,572.60

 *
(b)
$1989.90


(c)
$1,800.00


(d)
$1,910.50


(e)
$2,250.00

9-5. At an interest rate of 6 percent per year, how much must you invest each year in order


to have $10,000 five years from now?


(a)
$2,000


(b)
$1,594


(c)
$2,374

 *
(d)
$1,774


(e)
$3,029

9-6. A firm needs $5,000 at the end of 3 years. At an interest rate of 7 percent compounded


annually, how much money should the firm invest today?

 *
(a)
$4,080


(b)
$4,250


(c)
$5,000


(d)
$6,125


(e)
$3,050

9-7. You are borrowing $5,000 from a friend on a promise to pay $7,025 at the end of 3


years. What is the rate of interest you will pay on this loan?


(a)
10%

 *
(b)
12%


(c)
14%


(d)
15%


(e)
18%

9-8. ABC Company has a $500,000 bond issue outstanding which will mature in ten years.


ABC wants to set up a sinking fund to retire the bond issue. If the fund earns 12


percent interest, what will be the annual payments necessary to retire the bonds?


(a)
$88,496


(b)
$50,000


(c)
$27,144

 *
(d)
$28,492


(e)
$20,516

9-9. At an interest rate of 14 percent, how long will it take $2,000 to accumulate to the


amount $6,504?


(a)
 5 years


(b)
 6 years

 *
(c)
 9 years


(d)
12 years


(e)
infinity

9-10. Find the present value of $5,000 due at the end of three years if the money is worth 12


percent per year compounded quarterly.

 *
(a)
$3,505


(b)
$3,125


(c)
$2,485


(d)
$4,050


(e)
$5,000

9-11. Your uncle offered you a choice between a lump sum payment of $5,000 today or an


annuity of $1,370 a year for five years. Which one should you choose given an interest


rate of 10 percent?


(a)
the lump sum

 *
(b)
the annuity


(c)
cannot make a choice


(d)
both options are equally good


(e)
ignore the offer

9-12.
Your rich aunt offered you a choice between a lump sum payment of $6,500 at the end of five years or an annuity of $1,000 a year for five years. Which one should you 
choose given an interest rate of 12 percent?

 *
(a)
the lump sum


(b)
the annuity


(c)
cannot make a choice


(d)
both options are equally good


(e)
ignore the offer

9-13.
To help your son get through the next four years of college, this morning you deposited $6,480 in a bank account that pays 9 percent interest on the deposit balance. You plan to have no money left in your bank account by the end of four years. How much money can you withdraw at the end of each year for the next four years?


(a)
$5,000


(b)
$4,000


(c)
$3,000

 *
(d)
$2,000


(e)
$1,000

9-14.
You borrowed $40,000 today from your friend and agreed to pay in 12 equal semiannual


 payments of $4,771. The first payment will be six months from now. What is the


 implicit annual rate of interest you are paying on the loan?


(a)
 6%


(b)
 8%


(c)
10%

 *
(d)
12%


(e)
14%

9-15.
You bought a $100,000 building today and made a 20 percent down payment. You


 agreed to pay $12,079 at the end of each year to pay the mortgage balance. Assuming an


 interest rate of 14 percent on the loan, how long will it take you to pay off the loan?


(a)
10 years


(b)
15 years

 *
(c)
20 years


(d)
25 years


(e)
30 years

9-16.
Calculate the current market price of a 5-year bond that pays $50 interest every 


six months and is sold to yield 12 percent per year to be compounded semiannually.


(a)
$1,000


(b)
$ 850

 *
(c)
$ 926


(d)
$1,125


(e)
$1,057

9-17.
In the above problem, if the interest rate required by the investors decreases from 12


percent to 10 percent, the market price of the bond would be


(a)
$1,100


(b)
$1,050


(c)
$ 950

 *
(d)
$1,000


(e)
$ 800

Questions 9-18 through 9-21 refer the following problem:

Tom Green bought a house today for $90,000 and financed the whole amount for 30 years at an interest rate of 14 percent on the declining balance.

9-18.
How much will Tom Green pay for this annual, equal mortgage installments?


(a)
$ l,800.00


(b)
$ 4,585.41


(c)
$ 3,000.00

 *
(d)
$12,851.64


(e)
$10,005.40

9-19.
Calculate the total interest payments that Tom Green will pay over the 30-year life of the mortgage.


(a)
$385,549

 *
(b)
$295,549


(c)
$137,562


(d)
$ 47,562


(e)
$210,162

9-20.
Assuming that the house will appreciate at an annual rate of 10 percent, what will be the


market value of the house at the end of ten years?


(a)
$333,630


(b)
$213,030

 *
(c)
$233,460


(d)
$255,510


(e)
$177,030

9-21.
How much money would Tom Green accumulate at the end of 30 years if he were to


invest the equal, annual installments into an account that pays interest at a rate of 12


percent?

 *
(a)
$3,101,486


(b)
$103,520


(c)
$4,585,182


(d)
$385,035


(e)
$225,533

9-22.
If you deposit $2,000 in an account that pays 8 percent interest, approximately how long 


will it take for it to become $4,000?


(a)
12.5 years


(b)
10.0 years

 *
(c)
9.0 years


(d)
8.0 years


(e)
14.5 years

9-23.
Cooper Hardware Company borrowed $25,000 at 16 percent annual interest on the 


unpaid balance for three years and agreed to amortize the loan by making equal payments 


at the end of every six months. What will be the size of the semiannual loan payments?


(a)
$4,167

 *
(b)
$5,408


(c)
$6,080


(d)
$3,408


(e)
$7,026

9-24.
Calculate the market price of a bond that promises to pay $120 a year indefinitely and is


sold to yield 11 percent.


(a)
$1,200.00

 *
(b)
$1,090.91


(c)
$1,000.00


(d)
$1,320.00


(e)
$1,201.59

9-25.
Mary Jones bought a condominium in Hawaii five years ago for $120,000. Similar


property in Hawaii grew in value at a rate of 12 percent per year. What is the value of


Mary Jones' condominium today?


(a)
$345,590


(b)
$176,460


(c)
$202,200


(d)
$221,040

 *
(e)
$211,440

CHAPTER 10
VALUATION

10-1.
Generally speaking, the higher the risk of a project


(a)
the project should be abandoned

 *
(b)
the higher the expected return


(c)
the higher the actual return


(d)
the project should always be accepted

10-2.
The discounted cash flow model of valuation is: Po = D1/(Ke – g). How would Po change with a corresponding increase in risk for the firm all other things constant?


(a)
Increase

*
(b)
Decrease


(c)
Remain constant

10-3.
The valuation principle states that the value of an asset is equal to the


(a)
 present value of its net profits


(b)
 future value of its cash flows

 *
(c)
 present value of its expected cash flows


(d)
 present value of its expected depreciation


9e)
none of the above

10-4. Calculate the current market price of a 5-year, $1000 par, bond that pays $50 interest


every six months and is sold to yield 12 percent per year to be compounded 


semiannually.


(a)
$1,000


(b)
$ 850

 *
(c)
$ 926


(d)
$1,125


(e)
$1,057

10-5. In the above problem, if the interest rate required by the investors decreases from 12


percent to 10 percent, the market price of the bond would be


(a)
$1,100


(b)
$1,050


(c)
$ 950

 *
(d)
$1,000


(e)
$ 800

10-6.
Corporate bonds


(a)
are sold in denomination of $1,000


(b)
have fixed coupon rate


(c)
have fixed yield rate

 *
(d)
both (a)
 and 
(b)
 are true


(e)
both (a)
 and 
(c)
 are true

10-7.
The interest rate which equates the present value of the coupon interest


payments and the principal repayment of a bond to its market price is called the


(a)
weighted average cost of capital


(b)
cost of equity


(c)
cost of preferred stock


(d)
cost of retained earnings

 *
(e)
yield to maturity

10-8.
As the general interest rates increase, one would expect the market prices of most


bonds to

 *
(a)
decline


(b)
remain unchanged


(c)
increase


(d)
change in any direction


(e)
both (a) and (d)

10-9.
Which of the following is not a characteristic of a debt security?


(a)
bondholders are creditors


(b)
bondholders have prior claims on earnings and assets in liquidation

 *
(c)
the rate of return required by bondholders is generally higher than



that by stockholders


(d)
interest payments are a fixed charge


(e)
interest payments are tax deductible

10-10.
The relationship between a bond’s price and yield to maturity:

*
(a)
is inverse


(b)
is positively correlated


(c)
is none of the above

10-11.
A bond's face value is usually

 *
(a)
same as its maturity value


(b)
more than its market value


(c)
less than its market value


(d)
same as its call price


(e)
quoted in the Wall Street Journal
10-12.
A bond with a market price of $1,050 is said to be selling at


(a)
discount


(b)
par

 *
(c)
premium


(d)
maturity value


(e)
none of the above

10-13.
A bond’s yield to maturity is the rate of return that equates the present value of principal and interest payments to the


(a)
par value of the bond

 *
(b)
current market price of the bond


(c)
call price of the bond


(d)
book value of the bond


(e)
both (a) and (b)

10-14.
A $1000 par value bond pays annual coupon interest of $80 and has 30 years to 


maturity. If the bond is selling at par, what is its yield to maturity?


(a)
 10%


(b)
 12%

*
(c)
 8%


(d)
not enough information to determine

10-15. A $1000 par bond paying a coupon of 10% with 25 years to maturity sold for a price of 


$800 five years ago. What is the annual interest that the investor would receive today?


(a)
$80

*
(b)
$100


(c)
$180


(d)
$200

10-16.
Which of the following is not a characteristic of preferred stockholders?


(a)
they receive a fixed income


(b)
they have priority over common stockholders


(c)
they usually do not have a voice in management

 *
(d)
they are always entitled to receive their dividends


(e)
preferred stock issues have no definite maturity date

10-17.
When a debt investment, specifically a bond, is held to its stated redemption date, it is formally referred to as being held to its:


(a)
call date

*
(b)
maturity date


(c)
redemption

10-18.
It is a given fact that the general level of stock prices and the prevailing interest on debt 
investments has:


(a)
a random rather than a causal relationship

*
(b)
an inverse relationship


(c)
most definitely a positive relationship

10-19.
Investors’ overall required rate of return on equity investments increases as a result of:


(a)
inflationary pressures


(b)
increases in the general level of interest on debt investments

*
(c)
both of the above

CHAPTER 11
THE COST OF CAPITAL
11-1.
The marginal cost of capital is defined as


(a)
the after tax cost of debt

 
(b)
the weighted averaged cost of capital

 
(c) 
the average cost of capital

 *
(d)
the cost of additional funds to be raised by the firm


(e)
the historical cost of capital

11-2.
In order to calculate the weighted average cost of capital, one must compute


(a)
the cost of individual components of the capital structure


(b)
the percentage composition of the capital structure


(c)
coefficient of variation of the capital structure

 *
(d)
(a) and (b)


(e)
all of the above

11-3.
The after-tax cost of a bond is equal to


(a)
the tax rate times the before tax cost of the bond


(b)
the before tax cost of the bond minus the tax rate

 *
(c)
the before tax cost of the bond times (1 - tax rate)


(d)
the principal value of the bond times the tax rate

11-4.
Calculate the after-tax cost of a bond which has a coupon rate of 12 percent to be


sold at par, given a tax rate of 40 percent.


(a)
 4.8%

 *
(b)
 7.2%


(c)
12.0%


(d)
16.0%


(e)
none of the above

11-5.
Calculate the after-tax cost of a preferred stock which has a coupon rate of 14 percent 


to be sold at par, given a tax rate of 40 percent.

 *
(a)
14%


(b)
8.4%


(c)
5.6%


(d)
4.8%


(e)
none of the above

11-6.
Calculate the cost of common equity of a firm whose stock is selling at $32 a share, and expected to pay a year-end dividend of $4.00 which is expected to grow at an annual rate of 3.5 percent.


(a)
12.5%


(b)
 9.0%

 *
(c)
16.0%


(d)
10.9%


(e)
none of the above

11-7.
The interest rate which equates the present value of the coupon interest


payments and the principal repayment of a bond to its market price is called the


(a)
weighted average cost of capital


(b)
cost of equity


(c)
cost of preferred stock


(d)
cost of retained earnings

 *
(e)
cost of debt, or yield to maturity

11-8.
As the general interest rates increase, one would expect the market prices of most


bonds to

 *
(a)
decline


(b)
remain unchanged


(c)
increase


(d)
change in any direction


(e)
both (a) and (d)

11-9.
Calculate the cost of common equity of ABC Company given the following information: the expected rate of return on the market portfolio is 16 percent, the treasury bills are yielding 12 percent and the beta of ABC Company's common stock is 0.75.


(a)
16%


(b)
12%


(c)
13%

 *
(d)
15%


(e)
none of the above

11-10.
Beta may be used to classify stocks into which of the two following categories?


(a)
income stocks and growth stocks


(b)
dividend paying stocks and non-dividend paying stocks


(c)
stocks listed on the New York Stock Exchange and those traded 



over-the-counter

 *
(d)
defensive stocks and aggressive stocks


(e)
none of the above

11-11.
Defensive stocks have a beta value

 *
(a)
less than one


(b)
equal to one


(c)
more than one


(d)
none of the above

11-12.
Aggressive stocks have a beta value


(a)
less than one


(b)
equal to one

 *
(c)
more than one


(d)
none of the above

11-13.
Defensive stocks have their return fluctuate


(a)
 more than the market index


(b)
same as the market index

 *
(c)
less than the market index


(d)
more than the aggressive stocks


(e)
none of the above

11-14.
The stocks with beta values equal to one are frequently called


(a)
aggressive stocks

 *
(b)
neutral stocks


(c)
defensive stocks


(d)
income stocks


(e)
preferred stocks

11-15.
To compute the weighted average cost of capital, one must


(a)
calculate the cost of each component


(b)
determine the weight of each component


(c)
multiply each weight by its corresponding component cost


(d)
sum these products

 *
(e)
do all of the above

11-16.
In the process of determining the cost of capital, the book value weights are


(a)
invariably the same as the market value weights


(b)
derived from the firm's balance sheet


(c)
easy to calculate

 
(d)
(a) and (b)

 *
(e)
(b) and (c)

11-17.
While determining the cost of capital, the market value weights are


(a)
based on the current market prices of securities


(b)
invariably the same as the book value weights


(c)
more desirable as they reflect the true market value of the capital structure


(d)
(a) and (b)

 *
(e)
(a) and (c)

11-18.
Calculate the before-tax cost of a bond which has a coupon rate of 11 percent, a 


market price of $900, a face value of $1,000, and a maturity of 10 years.


(a)
11.00%


(b)
11.55%


(c)
12.35%

 *
(d)
12.63%


(e)
none of the above

11-19.
In the above problem, calculate the after-cost of the bond assuming a tax rate of 40 percent.


(a)
6.60%


(b)
6.93%


(c)
5.05%

 *
(d)
7.58%


(e)
none of the above

11-20.
The optimum capital structure is the one that


(a)
does not include debt financing


(b)
maximizes the cost of capital


(c)
is independent of the component costs of capital

 *
(d)
yields the lowest weighted average cost of capital


(e)
none of the above

11-21.
Debt financing has the following two types of costs


(a)
nominal cost and real cost

 *
(b)
explicit cost and implicit cost


(c)
expensed cost and imputed cost


(d)
interest cost and dividend cost


(e)
none of the above

11-22.
The common stock of Company A is selling for $50 per share. It expects to pay a dividend of $5.50 per share and the dividend will grow at a rate of 5 percent per year. What is the cost of common stock?


(a)
10.5%


(b)
11.0%


(c)
14.5%

 *
(d)
16.0%


(e)
none of the above

Questions 11-23 through 11-27 refer to the following:

United Oil Company has $150 million in total assets. It is planning to launch a major expansion program which will increase its total assets to $200 million during the year. Its present capital structure, which is considered to be optimal is given below:


Debt (10% coupon bonds)
$ 60,000,000


Preferred stock
15,000,000


Net worth
75,000,000


$150,000,000

The firm's investment banker agreed to sell the new bonds at par bearing a coupon rate of 12 percent. Preferred stock will also be sold at par with a coupon rate of 14 percent. Common stock with a current market price of $60 can be sold to net the company $54 per share. Stockholders of the firm require a rate of return estimated to be 16 percent which consists of a dividend yield (D1/P0) of 6 percent and a growth rate of 10 percent. The retained earnings available for the expansion program are estimated to be $7.5 million. The firm is in the 40 percent tax bracket.

11-23.
How much of the new equity funds must be generated externally?


(a)
$25,000,000


(b)
$20,500,000

 *
(c)
$17,500,000


(d)
$10,000,000


(e)
$ 7,500,000

11-24.
What is the cost of internal equity?


(a)
10%


(b)
12%


(c)
14%

 *
(d)
16%


(e)
18%

11-25.
What is the cost of external equity?


(a)
12.000%


(b)
16.000%

 *
(c)
16.666%


(d)
18.666%


(e)
17.500%

11-26.
What is the weighted average cost of new equity?


(a)
16.000%


(b)
16.222%

 *
(c)
16.466%


(d)
12.046%


(e)
18.414%

11-27.
What is the weighted average cost of the new capital?


(a)
12.033%


(b)
11.793%


(c)
14.433%

 *
(d)
12.513%


(e)
15.021%

CHAPTER 12
CAPITAL BUDGETING UNDER CERTAINTY
12-1.
The capital budgeting process requires


(a)
the establishment of long-range objectives


(b)
the selection of capital expenditure proposals


(c)
the preparation of the financing proposals

 *
(d)
(a), and 
(b)
 only


(e)
(a), (b), and (c)


12-2.
The capital budgeting projects can be classified into the following category(ies)



(a)
replacements


(b)
expansion into new products


(c)
expansion into existing products


(d)
(a) and (b)
 only

 *
(e)
all of the above

12-3.
The net cash flows from an investment project


(a)
are the same as net profit


(b)
are estimated on historical basis

 *
(c)
are earnings after tax plus depreciation


(d)
all of the above


(e)
none of the above

12-4.
The economic life of a project


(a)
is the same as its physical life

 *
(b)
refers to the time period during which the project is expected to provide benefits


(c)
is not influenced by the nature of the business


(d)
is not affected by the changes in technology


(e)
is none of the above

12-5.
The most commonly used capital budgeting methods under 
certainty are


(a)
payback


(b)
average rate of return


(c)
net present value


(d)
internal rate of return

 *
(e)
all of the above

12-6. Which one of the following techniques is not utilized to evaluate projects under conditions of uncertainty?


(a)
computer simulation


(b)
sensitivity analysis


(c)
risk-adjusted discount rate


(d)
certainty equivalent approach

 *
(e)
pro forma income statement and balance sheet 
analysis

12-7.
Two projects are mutually exclusive if


(a)
both have net present values less than zero

 *
(b)
one is adopted, the other one cannot be adopted


(c)
both can be adopted during different time periods


(d)
both are complementary to each other


(e)
none of the above

12-8.
Which one of the following capital budgeting methods does not take into account the 


time value of money?


(a)
net present value


(b)
internal rate of return


(c)
profitability index

 *
(d)
payback


(e)
none of the above

12-9.
Which of the following capital budgeting methods are considered unsophisticated?


(a)
payback


(b)
average rate of return


(c)
net present value

 *
(d)
(a) and (b)
 only


(e)
all of the above

12-10.
Which one of the following statements regarding the payback method is incorrect?


(a)
payback period is easy to compute

 *
(b)
payback method acknowledges explicitly the cash flows beyond the



payback period


(c)
the method emphasizes projects with shorter payback periods


(d)
it ignores the time pattern of cash flows

Answer questions 12-11 through 12-15 assuming an investment with the following cash flows and net profits.


 Time 


(in years)
Cash Flow





Net Profit

 0 
 -$10,000
—


 1
8,000
$4,000


 2
8,000
4,000

12-11.
The payback period is


(a)
two years


(b)
1.5 years

 *
(c)
1.25 years


(d)
0.80 years


(e)
cannot be calculated

12-12.
The average rate of return is

 *
(a)
80%


(b)
40%


(c)
20%


(d)
50%


(e)
none of the above

12-13.
If the cost of capital were 10 percent, the net present value would be


(a)
$ 13,888


(b)
$ 10,000

 *
(c)
$ 3,888


(d)
$ (2,000)



(e)
cannot be calculated based upon the information given

12-14.
The internal rate of return is


(a)
10%


(b)
18%


(c)
26%

 *
(d)
38%


(e)
above 40%

12-15.
If the cost of capital were 20 percent, the profitability index would be

 *
(a)
1.2224


(b)
0.8181


(c)
1.0000


(d)
0.8000


(e)
none of the above

12-16. The next present value of a project is the present value of the cash inflows discounted at


the cost of capital minus


(a)
the present value of the salvage value

 *
(b)
the present value of the net cash investment


(c)
the salvage value


(d)
the present value of the future depreciation tax shield


(e)
the cost of old machine

12-17.
The profitability index is obtained by dividing the present value of net cash inflows by


(a)
the salvage value


(b)
the liquidating value


(c)
the depreciable value


(d)
the present value of the salvage value

 *
(e)
the net investment

12-17. The internal rate of return is the discount rate which will equate the present value of net


cash inflows to

 *
(a)
the initial cost of investment


(b)
the liquidation value of the project


(c)
the salvage value of the project


(d)
the future value of cash flows


(e)
none of the above

12-19.
When a project's cash flows are discounted by its internal rate of return, it has a


(a)
positive net present value


(b)
negative net present value

 *
(c)
zero net present value


(d)
zero salvage value


(e)
none of the above

12-20.
A project is acceptable when its internal rate of return is greater than


(a)
zero

 *
(b)
firm's cost of capital


(c)
project's net present value


(d)
10%


(e)
20%

12-21.
With respect to an accept-reject decision, the firm should reject the investment project if


(a)
its internal rate of return exceeds the cost of capital


(b)
its net present value is less than zero


(c)
its internal rate of return exceeds zero but less than its cost of capital


(d)
(a) and (b)


 *
(e)
(b) and (c)


12-22.
The average rate of return method is inferior to the net present value method because


(a)
it is difficult to calculate

 *
(b)
it does not consider the time value of money


(c)
it considers cash flows only rather than net profit


(d)
(a) and (b)



(e)
all of the above

12-23.
The average rate of return on a project is computed as


(a)
the average annual cash flow divided by the average net investment


(b)
the average annual cash flow divided by the initial investment

 *
(c)
the average annual net profit after taxes divided by the average net investment


(d)
the average annual net profit after taxes divided by the initial investment


(e)
the present value of annual net profits divided by the average net investment

12-24. Which of the following techniques ignores the time value of money criteria that 


should be considered in capital budgeting?


(a)
net present value


(b)
internal rate of return


(c)
profitability index

 *
(d)
average rate of return


(e)
all of the above

12-25.
When the net present value of a project is zero, the discount rate is


(a)
the firm's cost of capital

 *
(b)
the project's internal rate of return


(c)
10%


(d)
the project's annual depreciation rate


(e)
none of the above

12-25. Which of the following is not a reason to illustrate the fact that net present value method 


is better than internal rate of return:


(a)
NPV helps to maximize the value of a firm

 *
(b)
NPV is difficult to compute


(c)
a single project has only one NPV at a particular discount rate.


(d)
uneven discount rates can be used under NPV


(e)
both (b) and (d)

12-27.
Which of the following is not an advantage of internal rate of return method:


(a)
it is easier to interpret


(b)
it is identical to the yield concept

 *
(c)
it requires prior computation of the cost of capital


(d)
both (a) and (c)


(e)
all of the above
CHAPTER 13
OTHER ISSUES IN CAPITAL BUDGETING
13-1.
Sunk costs


(a)
must always be considered


(b)
are those that stem from past decisions


(c)
are irrelevant costs


(d)
(a) and (b)


 *
(e)
(b) and (c)

13-2.
The relevant costs in capital investment analysis are


(a)
the sunk costs

 *
(b)
the incremental costs


(c)
the historical costs


(d)
the cost of production


(e)
all of the above

13-3.
While calculating the cash flow of a project, interest expenses are normally excluded

 *
(a)
in order to avoid a double-counting of the cost of funds


(b)
because they are sunk costs


(c)
because they do not represent the opportunity cost of funds available


(d)
because they cannot be calculated


(e)
because of all of the above reasons

13-4.
For capital budgeting purposes, the net working capital requirements of a project must be



included in


(a)
the depreciable cost portion of the project


(b)
the anticipated sales volumes that the project is expected to generate

 *
(c)
the initial cash outlay of the project


(d)
(a) and (b)



(e)
all of the above

13-5.
While comparing mutually exclusive projects with different life spans, it is often useful to


(a)
transform the investment outlays into an annualized cost over the project's life

 *
(b)
transform the net present value into an annualized net present value over



the project's life


(c)
transform the salvage value into an annualized net present value over the

 project's life 


(d)
transform the depreciable cost into an annualized cost over the project's life 


(e)
none of the above

13-6.
A project may have to be retired or terminated before its life because


(a)
some unforeseen problem may occur


(b)
initial assumptions may turn out to be incorrect


(c)
some additional investment opportunities may arise


(d)
project may no longer be desirable

 *
(e)
all of the above

13-7. Inflation tends to affect both the cost of capital and the cash flow estimates, but in capital budgeting analysis it is


(a)
not necessary to adjust for inflation

 *
(b)
still necessary to adjust for inflation


(c)
automatically adjusted without any efforts


(d)
(a) and 
(b)



(e)
none of the above

Questions 13-8 through 13-12 refer to the following:

A company bought a machine for $80,000 five years ago. It can be sold in the market now for $20,000. At the time of purchase, the machine had an expected useful life of ten years and an estimated salvage value of $5,000 on retirement. The machine has been depreciated on a straight line basis. The firm has now decided to replace the old machine with a new one. The tax rate is 40 percent.

13-8.
What are the annual depreciation charges?


(a)
$8,000

 *
(b)
$7,500


(c)
$6,000


(d)
$5,000


(e)
none of the above

13-9.
What is the current book value of the machine?


(a)
$40,000


(b)
$37,500

 *
(c)
$42,500


(d)
$50,000


(e)
$55,000

13-10.
What is the book loss of the sale of the old machine?


(a)
$20,000

 *
(b)
$22,500


(c)
$17,500


(d)
$30,000


(e)
$35,000

13-11.
What are the tax savings on the book loss?


(a)
$ 8,000


(b)
$12,000


(c)
$13,500

 *
(d)
$ 9,000


(e)
$14,000

13-12.
What are the sunk costs of the old machine?

 *
(a)
$13,500


(b)
$11,000


(c)
$12,000


(d)
$26,000


(e)
$ 3,500

13-13.
A project with a cost of $50,000 is expected to produce a net cash flow of $20,000 a year


for the next four years. The cost of capital is 12 percent. What is the net present value of 


the project?


(a)
$60,740


(b)
$25,820


(c)
$22,100

 *
(d)
$10,740


(e)
$ 8,060

13-14. In the above problem, if an additional working capital of $10,000 is also required over the life of the project, what would be the net present value?


(a)
$60,000


(b)
$10,740

 *
(c)
$ 6,410


(d)
$16,420


(e)
none of the above

Questions 13-15 through 13-20 refer to the following:

The Perry Manufacturing Company is using an industrial robot which was originally purchased for $120,000 five years ago. The robot has a current market 
(salvage)
 value of $20,000. At the time of purchase, the robot had an expected useful life of ten years and was depreciated towards a zero estimated salvage value. Depreciation is on a straight line basis. The firm wishes to replace this old robot with a new robot whose cost is $100,000 with an expected life of five years and a zero estimated salvage value. It is estimated that the new robot will save $8,000 per year and to be depreciated on a straight line basis. The cost of capital is 10 percent. Should the firm replace the old robot assuming a tax rate of 40 percent?

13-15.
The tax savings on the book loss of selling the old robot on an after-tax basis would be


(a)
$20,000


(b)
$40,000


(c)
$24,000

 *
(d)
$16,000


(e)
none of the above

13-16.
The annual depreciation schedule on the new robot on before-tax basis would be


(a)
$8,000


(b)
$12,000


(c)
$16,000

 *
(d)
$20,000


(e)
none of the above

13-17.
The total cash-outflows in the current year (to) would be


(a)
$ 84,000

 *
(b)
$ 64,000


(c)
$ 80,000


(d)
$100,000


(e)
none of the above

13-18. The present value interest factor applicable to the annual cash-inflows would be


(a)
1.161


(b)
0.621

 *
(c)
3.791


(d)
6.145


(e)
none of the above

13-19.
The total present value of cash-inflows would be


(a)
$24,374

 *
(b)
$30,328


(c)
$33,680


(d)
$90,120


(e)
none of the above

13-20.
The net present value of the project is


(a)
$(53,672)



(b)
$(20,102)


 *
(c)
$(33,672)



(d)
$29,050


(e)
none of the above

CHAPTER 14
 CAPITAL BUDGETING UNDER UNCERTAINTY

14-1.
A narrower probability distribution indicates


(a)
more risk

 *
(b)
less risk


(c)
a lower expected value


(d)
a higher correlation


(e)
both (b) and (c)


14-2.
The coefficient of variation is defined as standard deviation divided by the


(a)
semi-variance


(b)
coefficient of correlation


(c)
net present value

 *
(d)
expected value


(e)
variance

14-3.
Standard deviation is expressed in terms of


(a)
relative values

 *
(b)
absolute values


(c)
percentage values


(d)
Z values


(e)
none of the above

14-4.
Coefficient of variation is expressed in terms of

 *
(a)
relative values


(b)
absolute values


(c)
normal distribution range


(d)
Z values


(e)
none of the above

14-5.
Which of the following is the measure of absolute risk?


(a)
semi-variance


(b)
standard deviation


(c)
expected value

 *
(d)
both (a) and (b)



(e)
all of the above

14-6. For projects whose returns are stated in dollars, which of the following would provide a better measurement of risk?


(a)
standard deviation


(b)
variance


(c)
semi-variance

 *
(d)
coefficient of variation


(e)
expected value

14-7.
For projects whose returns are stated in terms of percentages, which of the following 


would provide a better measurement of risk?

 *
(a)
standard deviation


(b)
variance


(c)
semi-variance


(d)
coefficient of variation


(e)
expected value

14-8.
Which of the following methods is not used to adjust a project's estimates for risk in capital budgeting?

 *
(a)
payback


(b)
risk-adjusted discount rate


(c)
certainty equivalent


(d)
capital asset pricing model


(e)
all of the above are used

14-9.
According to the risk-adjusted discount rate method for incorporating risk into capital 


budgeting, very risky projects are discounted by a rate


(a)
equal to the firm's cost of capital

 *
(b)
greater than the firm's cost of capital


(c)
less than the firm's cost of capital


(d)
equal to the risk-free rate


(e)
which reflects the firm's normal risk

14-10.
Under the certainty equivalent method of adjusting risk in capital budgeting, the certainty 


equivalent coefficient are calculated by


(a)
measuring the standard deviation of expected cash flows


(b)
using a risk-adjusted discount rate


(c)
dividing standard deviation by a project's expected value

 *
(d)
dividing certain cash flow by an uncertain cash flow


(e)
none of the above

14-11.
The appropriate discount rate to be used under the certainty equivalent method is the


(a)
weighted average cost of capital


(b)
cost of debt capital


(c)
cost of equity capital


(d)
risk-adjusted discount rate

 *
(e)
risk-free rate

14-12.
When returns from two projects tend to move exactly in the same direction over a period 


of time, the projects


(a)
are negatively correlated


(b)
are not correlated

 *
(c)
are positively correlated


(d)
have same expected value


(e)
are acceptable due to portfolio effect

14-13.
The following diversification alternatives are available to a firm along with their


correlation coefficients. Which one should the firm select if it chooses to reduce its


overall riskiness?

 *
(a)
road construction - .4


(b)
house building 0


(c)
appliance manufacturing +.7


(d)
department stores +.5


(e)
greeting cards manufacturing +1.0

Questions 14-14 through 14-20 refer to the following problem:

A firm is considering two mutually exclusive investment projects, X and Y. The projects have the following probability distribution of their net cash flows under the different states of the economy:



Net Cash Flows
State of Economy
 Probability
Project X
 Project Y

Boom
.40
$600
 $500


Normal
.50
300
400


Recession
.10
100
200

14-14.
The expected value of net cash flow for Project X is


(a)
$600


(b)
$500

 *
(c)
$400


(d)
$300


(e)
$200

14-15.
The expected value of net cash flow for Project Y is


(a)
$680

 *
(b)
$420


(c)
$400


(d)
$330


(e)
none of the above

14-16.
The standard deviation for Project X is


(a)
$200.00


(b)
$194.78


(c)
$180.24

 *
(d)
$173.21


(e)
none of the above

14-17.
The standard deviation for Project Y is


(a)
197.50


(b)
$121.79

 *
(c)
$ 87.18


(d)
$ 58.77


(e)
none of the above

14-18.
The coefficient of variation for Project X is


(a)
0.33


(b)
0.49

 *
(c)
0.43


(d)
0.38


(e)
0.35

14-19.
The coefficient of variation for Project Y is


(a)
0.29

 *
(b)
0.21


(c)
0.29


(d)
0.26


(e)
0.18

14-20.
Which investment project should the firm choose?


(a)
Project X

 *
(b)
Project Y


(c)
both X and Y

CHAPTER 15
INVESTMENT BANKERS AND CAPITAL MARKETS
15-1.
When a firm sells its new security, the transaction takes place in


(a)
the New York Stock Exchange


(b)
over the counter markets


(c)
the secondary market


(d)
a private placement

 *
(e)
the primary market

15-2.  When the securities of a firm which have already been issued are sold, the 


 transaction takes place in


(a)
the New York Stock Exchange


(b)
over the counter markets

 *
(c)
the secondary market


(d)
a private placement


(e)
the primary market

15-3.
In the New York Stock Exchange, securities are traded on

 *
(a)
an auction basis


(b)
an informal basis


(c)
a bid-and-ask basis


(d)
both (a) and (b)


(e)
both (b) and (c)

15-4.
In the over-the-counter markets, securities are traded on


(a)
an auction basis


(b)
an informal basis


(c)
a bid-and-ask basis


(d)
both (a) and (b)

 *
(e)
both (b) and (c)

15-5.
The private placement of securities involve the sale of an entire issue to


(a)
the board of directors


(b)
the existing stockholders

 *
(c)
a single or a limited number of ultimate investors


(d)
foreign investors


(e)
the family members

15-6.  Which of the following is a service provided by an investment banker to the issuer of a security?


(a)
advice and counsel


(b)
underwriting


(c)
selling


(d)
both (a) and (b)

 *
(e)
all of the above

15-7. The underwriting fees for common stocks are _______ than those for preferred 


stocks.


(a)
smaller

 *
(b)
greater


(c)
the same


(d)
irrelevant to


(e)
nominal

15-8.
Syndicates are employed in the distribution of securities for the following reason:


(a)
to spread the risk


(b)
to handle larger issues


(c)
to obtain a better distribution


(d)
both (a) and (b)

 *
(e)
all of the above

15-9.
Underwriting applies to

 *
(a)
the primary market


(b)
the secondary market


(c)
the New York Stock Exchange


(d)
the over-the-counter markets


(e)
the private placement

15-10. Which type of underwriting best describes the situation when the investment banker


 does not have the responsibility for unsold securities?


(a)
firm underwriting


(b)
private placement

 *
(c)
best-effort basis


(d)
syndication


(e)
all of the above

15-11. When a new security is sold on a competitive basis, it usually results in a _________ price than a negotiated offering.


(a)
lower


(b)
nominal

 *
(c)
higher


(d)
cost plus


(e)
bid

15-12.
Which of the following is a benefit of private placement of securities?


(a)
it does not require registration with the SEC


(b)
issuing costs are substantially lower


(c)
possible to modify the terms of offering to meet the needs of investors


(d)
both (b) and (c)

 *
(c)
all of the above

15-13.
The pre-emptive rights provide that


(a)
you must sell your stock first


(b)
board of directors have rights to first subscribe the new shares


(c)
new shares be sold to outsiders only

 *
(d)
the existing stockholders have the first right to subscribe the new shares


(e)
bond holders have reference over the stockholders

15-14. Under pre-emptive rights offering, how many rights are received by the existing 


shareholders for each share of common stock held?

 *
(a)
one


(b)
two


(c)
five


(d)
ten


(e)
depends on the terms of offering

Questions 15-15 through 15-18 refer to the following:

The ABC Company has two million shares outstanding. It plans to raise additional equity capital of $15 million by issuing new common stock with pre-emptive rights at $30 a share. The ABC Company's stock is currently selling for $50 per share.

15-15.
Calculate the number of new shares to be issued by the company.


(a)
5 million


(b)
1 million

 *
(c)
500,000


(d)
100,000


(e)
none of the above

15-16.
Calculate the number of rights required to subscribe one new share.


(a)
one


(b)
two


(c)
three

 *
(d)
four


(e)
five

15-17.
Calculate the theoretical value of one right.


(a)
$10.00


(b)
$ 6.67


(c)
$ 5.00

 *
(d)
$ 4.00


(e)
$ 3.33

15-18.
What is the theoretical market price of common stock when it goes ex-right?


(a)
$50.00

 *
(b)
$46.00


(c)
$45.00


(d)
$43.33


(e)
$40.00

Questions 15-19 through 15-23 refer to the following quotation from the pages of the 
Wall Street Journal:

134 1/4 99 IBM 4.40 3.5 13 15986 128 1/2 125 125 7/8 -3/4

15-19. What is the lowest price that stock has traded during the previous one year?


(a)
$134.25

 *
(b)
$ 99.00


(c)
$ 44.00


(d)
$ 13.00


(e)
$ 3.50

15-20. What is the price-earnings ratio for the stock?


(a)
 4.40x


(b)
 3.50x

 *
(c)
13.00x


(d)
99.00x


(e)
none of the above

15-21. How high has the stock traded for the day?


(a)
$134.25


(b)
$ 99.00

 *
(c)
$128.50


(d)
$125.00


(e)
$350.00

15-22. What is the current dividend yield on the stock?


(a)
13 percent

 *
(b)
 3.5 percent


(c)
4.4 percent


(d)
10.0 percent


(e)
none of the above

15-23. What was the closing price of the stock on the previous trading day?


(a)
$125


(b)
$127 3/4


(c)
$125 1/8

 *
(d)
$126 5/8


(e)
$129 1/4

Questions 15-24 through 15-27 refer to the following quotation from the pages of the 

Wall Street Journal:

Shell 0
7 1/4
02
12
10
61 3/4
61 5/8 61 3/4 +2 1/4

15-24.
In what year is this bond scheduled to mature?


(a)
1992


(b)
1999


(c)
2000

 *
(d)
2002


(e)
2020

15-25.
What is the current yield on the bond?


(a)
 7.25 percent

 *
(b)
12.00 percent


(c)
10.00 percent


(d)
22.00 percent


(e)
none of the above

15-26.
How many bonds were traded for the day?


(a)
1,000


(b)
1,200


(c)
 100


(d)
 120

 *
(e)
10

15-27.
What was the closing price quotation for the bond on the previous trading day?


(a)
64


(b)
60

 *
(c)
59 1/2


(d)
59 1/4


(e)
58

15-28.
Which of the following is not an advantage to a firm seeking to go public?


(a)
easier to raise new capital


(b)
helpful in establishing value for the firm


(c)
increased liquidity

 *
(d)
information disclosures through Securities and Exchange Commission


(e)
executive recruitment 

CHAPTER 16
FIXED INCOME SECURITIES: BONDS AND PREFERRED 

STOCK
16-1.
Which of the following is not a characteristic of a debt security?


(a)
bondholders are creditors


(b)
bondholders have prior claims on earnings and assets in liquidation

 *
(c)
the rate of return required by bondholders is generally higher than



that by stockholders


(d)
interest payments are a fixed charge


(e)
interest payments are tax deductible

16-2.
A bond's face value is usually

 *
(a)
same as its maturity value


(b)
more than its market value


(c)
less than its market value


(d)
same as its call price


(e)
quoted in the Wall Street Journal
16-3.
A bond with a market price of $1,050 is said to be selling at


(a)
discount


(b)
par

 *
(c)
premium


(d)
maturity value


(e)
none of the above

16-4.
A bond with longer maturity will generally have


(a)
a greater risk


(b)
higher yield rate


(c)
lower discount rate

 *
(d)
both (a) and (b)


(e)
all of the above

16-5. Calculate the annual interest payment on a bond that has a coupon rate of 10 percent 


and a yield rate of 12 percent.


(a)
$ 50


(b)
$ 60

 *
(c)
$100


(d)
$120


(e)
cannot be calculated

16-6. A bond's yield to maturity is the rate of return that equates the present value of 


principal and interest payments to the


(a)
par value of the bond

 *
(b)
current market price of the bond


(c)
call price of the bond


(d)
book value of the bond


(e)
both (a) and (b)

16-7.
A bond with a call provision is generally sold to provide a


(a)
lower yield compared to that of a similar non-callable bond

 *
(b)
higher yield compared to that of a similar non-callable bond


(c)
same yield compared to that of a similar non-callable bond


(d)
similar yield which is available on firm's preferred stock


(e)
similar yield which is available on firm's common stock

16-8.  Which of the following is not a benefit to the bondholder because of the provision 


of the bond's sinking fund?


(a)
it assures an orderly retirement of a bond issue


(b)
it tends to support the market price of the bonds


(c)
it reduces bondholders' exposure to risk

 *
(d)
it indiscriminately retires some bonds while others are still out-standing


(e)
all of the above are the benefits

16-9.
Which one of the following bonds generally carries highest interest yield?


(a)
mortgage bonds


(b)
chattel mortgage bonds


(c)
second mortgage bonds


(d)
debentures

 *
(e)
income bonds

16-10.
Which of the following is an unsecured bond?


(a)
real estate mortgage bond


(b)
chattel mortgage bond

 *
(c)
debenture


(d)
collateral trust bond


(e)
second mortgage bond

16-11.
Income bonds


(a)
always provide income to its owner


(b)
usually result from corporate reorganizations


(c)
pays interest only to the extent of current earnings


(d)
both (a) and (b)

 *
(e)
both (b) and (c)

16-12.
If the interest payments on a bond fluctuate, it is called


(a)
a mortgage bond

 *
(b)
a floating-rate bond


(c)
an income bond


(d)
a zero-coupon bond


(e)
a debenture

16-13.
Zero-coupon bonds


(a)
provide all of the cash payment on maturity only


(b)
do not pay periodic interest


(c)
are sold at deep discounts


(d)
both (a) and (b) are true

 *
(e)
all of the above are true

16-14. According to the Standard and Poor's bond ratings, a lower medium-grade bond 


will have a rating of


(a)
AA


(b)
BBB

 *
(c)
BB


(d)
B


(e)
CCC

16-15.
Identify the incorrect statement: Bond ratings are important because they


(a)
affect the interest rate payable on the bond


(b)
affect the availability of additional debt capital


(c)
indicate the quality of the bond

 *
(d)
determine the debt ratio of the firm


(e)
indicate the riskiness of the bond to an investor

16-16. Which of the following aspects of the company and its debt issue is not considered 


by the rating agencies while determining its bond ratings?


(a)
quality of management


(b)
level and stability of earnings


(c)
financial resources


(d)
indenture provisions

 *
(e)
all of the above are considered

16-17.  A firm is said to have a favorable financial leverage when its return of investment


exceeds its


(a)
cost of equity


(b)
cost of capital


(c)
cost of preferred stock


(d)
cost of retained earnings

 *
(e)
cost of debt

16-18. Identify the incorrect statement: Bond financing is preferable to stock financing


because


(a)
it prevents dilution of ownership control


(b)
it prevents dilution of earnings


(c)
interest is tax deductible

 *
(d)
it reduces the riskiness of the firm


(e)
debtor benefits in a period of inflation

16-19.
Which of the following is not a characteristic of preferred stockholders?


(a)
they receive a fixed income


(b)
they have priority over common stockholders


(c)
they usually do not have a voice in management

 *
(d)
they are always entitled to receive their dividends


(e)
preferred stock issues have no definite maturity date

16-20. Calculate the after-tax cost on a $14 preferred stock selling at par ($100) to the


issuing corporation—which is in the 46 percent tax bracket.


(a)
 8.40 percent


(b)
 7.56 percent

 *
(c)
14.00 percent


(d)
 1.40 percent


(e)
46.00 percent

16-21.
Identify the incorrect reason: The par value of a preferred stock is meaningful


to its holders because of the following reasons:


(a)
call price is frequently calculated as a percentage of the par value


(b)
dividend is calculated as a percentage of the per value


(c)
par value established the amount that preferred stockholders can claim in the 



event of liquidation

 *
(d)
par value determines the market value of the preferred stock


(e)
all of the above are correct reasons

16-22.
If a firm exercises its option to call a preferred stock issue, it must pay


(a)
the par value of the preferred stock


(b)
a call premium


(c)
all accumulated and unpaid dividends


(d)
both (a) and (b)

 *
(e)
all of the above

16-23. What is the dollar amount of annual dividends to be paid on a cumulative 12


percent preferred stock ($100 par) which has omitted its dividends for the last


four consecutive years?


(a)
$12


(b)
$24


(c)
$48

*
(d)
$60


(e)
$72

16-24.
Identify the incorrect statement: Preferred stock can be either


(a)
cumulative or non-cumulative


(b)
participating or non-participating


(c)
callable or non-callable


(d)
convertible or non-convertible

 *
(e)
tax deductible or non-tax deductible

16-25.
A firm can have a favorable leverage on preferred stock when its return on investment exceeds its


(a)
cost of debt

 *
(b)
cost of preferred stock


(c)
cost of equity


(d)
cost of overall capital


(e)
cost of retained earnings

16-26.
Which of the following is not a disadvantage of preferred stock financing?


(a)
preferred dividends are not tax deductible


(b)
it requires higher yield as compared to that on bonds


(c)
common dividends cannot be paid unless preferred dividends are



paid first


(d)
both (a) and (b)

 *
(e)
all of the above

16-27.
In refunding of a bond, the appropriate discount rate to find the present value of the 


interest savings is the


(a)
cost of capital

 *
(b)
after-tax cost of new debt


(c)
after-tax cost of capital


(d)
cost of preferred stock


(e)
cost of equity capital

CHAPTER 17

COMMON STOCK

17-1.
Par value of common stock ________ its market value


(a)
is more than


(b)
is the same


(c)
is less than


(d)
is adjusted to match

 *
(e)
has no relevance to

17-2. When a company issues a new stock, it should not sell the stock at a price less than 


its par value because


(a)
it is too much of a bargain to the buyers

 *
(b)
stockholders may be held liable to the creditors in the event of bankruptcy


(c)
it will dilute the earnings


(d)
it will dilute the control


(e)
it will increase dividend payout

17-3.
The authorized stock of a company represents the


(a)
minimum number of shares it can issue

 *
(b)
maximum number of shares it can issue


(c)
number of shares which it has issued


(d)
its total equity capital


(e)
none of the above

17-4.
Paid-in surplus is the actual issue price of the stock minus its


(a)
book value


(b)
liquidating value


(c)
cash value

 *
(d)
par value


(e)
market value

17-5.
Treasury stock is


(a)
issued by the U.S. Treasury


(b)
the number of outstanding shares

*
(c)
the shares that have been issued and subsequently reacquired by the company


(d)
the net stockholders' equity


(e)
both (b) and (c)

17-6.
Book value of common stock _______ its market value

 *
(a)
does not always correspond to


(b)
is the same as


(c)
is less than


(d)
is more than


(e)
is adjusted to match

17-7.
Which of the following does not represent a typical characteristic at common stock?


(a)
election of board of directors


(b)
privilege to attend company's annual meetings

 *
(c)
legal right to receive dividends


(d)
no fixed maturity


(e)
lowest claim priority on earnings and assets

17-8.
Under the majority voting system, how many directors of a 9-person board can 51 


percent of the stockholders elect?


(a)
5


(b)
4


(c)
7

 *
(d)
9


(e)
cannot be calculated

17-9.
Which of the following apply to the cumulative voting 


(a)
each shareholder can accumulate his or her votes and cast all of them 



for a single director


(b)
enables minority stockholders to elect a certain number of directors 


(c)
group of shareholders controlling 51 percent of the outstanding shares 



can still elect the entire board

 *
(d)
both (a) and (b)


(e)
none of the above

17-10.
What is the least number of shares required to elect one director from a board of 4 


directors under the cumulative voting system if there are 75,000 shares outstanding?


(a)
50,001


(b)
37,501

 *
(c)
15,001


(d)
15,000


(e)
10,500

17-11. Underwriting fees for common stock are generally greater than for preferred stock because


(a)
no one wants to buy common stock

 *
(b)
it has higher risk


(c)
not too many brokerage houses want to sell it


(d)
it has a thin secondary market


(e)
SEC requires disclosure of information

17-12.
What is the conversion ratio of a convertible bond with a conversion price of $40?


(a)
40


(b)
30

 *
(c)
25


(d)
20


(e)
10

17-13.
What is the conversion price of a convertible bond with a conversion ratio of 40 and the


common stock is selling at $28 per share?


(a)
$1,120


(b)
$1,000


(c)
$ 560

 *
(d)
$ 25


(e)
cannot be calculated

17-14.
What is the conversion value of a convertible bond with a conversion ratio of 25 shares


of common stock which is selling for $50 per share?


(a)
$1,000

 *
(b)
$1,250


(c)
$ 750


(d)
$ 900


(e)
$1,500

17-15.
What is the conversion premium on a convertible bond selling at $1,200 which is convertible into 40 shares of common stock which sells at $26.25?


(a)
$200

 *
(b)
$150


(c)
$100


(d)
$ 50


(e)
none of the above

17-16.
In the above problem, calculate the percentage conversion premium.


(a)
20.0%

 *
(b)
14.3%


(c)
12.5%


(d)
15.0%


(e)
11.3%

17-17. A warrant is an option to purchase ________ common shares at a fixed price within a


prescribed period.


(a)
a desired number of


(b)
unlimited


(c)
20


(d)
10 percent of outstanding

 *
(e)
a stated number of

17-18. The option price at which warrants are exercisable usually exceeds the price of the


common stock at the time of issuance by ________.


(a)
0-5 percent


(b)
5-10 percent


(c)
10-15 percent

 *
(d)
15-20 percent


(e)
20-25 percent

17-19. What is the theoretical value of a warrant which entitles its owner to buy two shares of


common stock at $40 which are currently trading in the market for $54 a share?


(a)
$14


(b)
$36


(c)
$24

 *
(d)
$28


(e)
$80

17-20. Warrants usually sell at a premium. Which of the following reasons explain this


phenomenon?


(a)
they have speculative appeal


(b)
their price usually rises and falls at a faster rate than the price of the



associate stock


(c)
amount of possible loss is small


(d)
both (a) and (b)

 *
(e)
all of the above

17-21. A warrant is currently selling at a premium of $3. What is the market price of this


warrant which entitles its owner to buy three shares of common stock at $12 per share? 


The market pride of common stock is $16 per share.


(a)
$12

 *
(b)
$15


(c)
$16


(d)
$36


(e)
$39

17-22.
As the price of a stock rises, the premium on its warrant ________.


(a)
increases


(b)
remains the same

 *
(c)
decreases


(d)
increases at an increasing rate


(e)
none of the above

Questions 17-23 through 17-26 refer to the following problem:

A company intends to issue $200,000 of 8 percent convertible bonds at par with a conversion price of $40 per share. The company has 80,000 shares of common stock outstanding and expects to earn $800,000 before interest and taxes a year. The federal income tax rate is 50 percent.

17-23.
What is the earnings per share before the conversion?


(a)
$5.00

 *
(b)
$4.90


(c)
$4.50


(d)
$4.10


(e)
none of the above

17-24.
What is the conversion ratio?


(a)
40


(b)
20

 *
(c)
25


(d)
30


(e)
10

17-25.
What will be the number of shares outstanding assuming all bonds are converted?


(a)
80,000

 *
(b) 
85,000


(c)
90,000


(d)
100,000


(e)
70,000

17-26.
What will be earnings per share after the conversion?


(a)
$5.00


(b)
$4.61

 *
(c)
$4.71


(d)
$4.50


(e)
$4.20

CHAPTER 18
DIVIDEND POLICY AND RETAINED EARNINGS

18-1.
Dividends are paid out of ________.


(a)
retained earnings


(b)
depreciation


(c)
equity capital


(d)
debt capital

 *
(e)
net profit

18-2.
If a firm has a dividend payout ratio of 60 percent, what is its retained earnings ratio?


(a)
100 percent


(b)
60 percent

 *
(c)
40 percent


(d)
20 percent


(e)
0 percent

18-3.
What is the payout ratio for a firm that earns $2.50 per share and pays a dividend of 


$1.00 per share?


(a)
100 percent


(b)
80 percent

 *
(c)
50 percent


(d)
40 percent


(e)
25 percent

18-4.
Which of the following is not a legal restriction with respect to paying cash dividend?


(a)
the net profit rule


(b)
the capital impairment rule


(c)
the cash retention rule

 *
(d)
the retained earnings rule


(e)
the insolvency rule

18-5.
Which of the following is not a factor that has an influence on a firm's dividend policy?


(a)
liquidity


(b)
access to external funds


(c)
timing of investment opportunities


(c)
control

 *
(e)
all of the above have influence

18-6.
Among the following dividend policies, which ones are most commonly used?


(a)
stable dollar amount


(b)
regular and extra dividend


(c)
target payout ratios (in the short run only)


(d)
both (a) and (b)

 *
(e)
all of the above

18-7.
The primary reason why most firms follow a stable dividend policy is because

 *
(a)
it leads to higher stock prices


(b)
it is convenient


(c)
it is mandated by the company charter


(d)
it helps to finance the growth rate


(e)
all of the above

18-8.
Which of the following factor does not lend to higher stock prices when a 


company pays dividends?


(a)
resolution of uncertainty in the minds of investors


(b)
stockholders' preference for current income


(c)
investment preference by fiduciary institutions

 *
(d)
tax treatment of dividend income


(e)
none of the above

18-9.
According to the residual theory of dividend policy


(a)
dividends are paid out of retained earnings

*
(b)
the firm should pay dividends only after meeting its needs to finance all



profitable investment projects


(c)
dividends are paid out of residual equity capital


(d)
no dividends are paid to common stockholders unless preferred stockholders 



are paid first


(e)
none of the above statements are true

18-10.
The dividend payout ratio is the


(a)
ratio of EBIT to net profit


(b)
ratio of retained earnings to net profit


(c)
ratio of net profit to gross profit


(d)
ratio of management's bonus to firm's net profit

 *
(e)
ratio of dividends to net profit

18-11.
Which of the following is true regarding stock dividends?

(a) it represents a distribution of additional shares of stock to the existing stockholders


(b)
it involves nothing more than a bookkeeping transfer from retained earnings to capital stock account


(c)
a stockholder's percentage ownership remains constant after receiving



stock dividend


(d)
both (a) and (b)

 *
(e)
all of the above

18-12. What will be the reduction in the retained earnings if a firm pays a 7,000 share stock


dividend (par value $20) with its current market price $100 per share?


(a)
$1,400,000


(b)
$140,000

 *
(c)
$700,000


(d)
$840,000


(e)
$7,000

18-13. What is the dividend payout ratio of a company that pays $1.68 per share in dividend


and earns $2,80 per share?


(a)
20 percent


(b)
40 percent

 *
(c)
60 percent


(d)
80 percent


(e)
100 percent

18-14. The New York Stock Exchange and the American Institute of Certified Public Accounts encourage that a stock distribution in excess of ___ be treated as a stock split.


(a)
0-5 percent


(b)
5-10 percent


(c)
10-15 percent


(d)
15-20 percent

 *
(e)
20-25 percent

18-15.
Which of the following is true in the event of a two-for-one stock split?


(a)
stockholders receive two shares for each one previously held


(b)
the par value, book value and earnings per share are cut in half


(c)
the net worth is cut in half

 *
(d)
both (a) and (b)


(e)
all of the above

18-16.
Which of the following is true in the event of a two-for-one reverse stock split?


(a)
stockholders receive two shares for each one previously held


(b)
the par value, book value and earnings per share are doubtful


(c)
the net worth remains the same


(d)
both (a) and (b)

 *
(e)
both (b) and (c)

18-17. Which of the following reasons is frequently advocated when companies use stock


dividend as a substitute for cash dividend?


(a)
to conserve cash


(b)
to finance profitable investment opportunities


(c)
to appease investors' desire for dividend


(d)
in times of financial difficulties

 *
(e)
all of the above

18-18.
Stock splits are particularly used to


(a)
boost earnings per share

 *
(b)
to keep the market price of the stock within a popular trading range


(c)
boost the image of the company


(d)
increase company's net worth


(e)
increase number of stockholders

18-19.
The repurchase of common stock is

 *
(a)
an alternative to cash dividend


(b)
a method of rewarding top management


(c)
a method of giving bonus shares to employees


(d)
detrimental to earnings per share


(e)
illegal

Questions 18-20 through 18-23 refer to the following problem:

A company earned $44,000 after taxes, and $40,000 of this amount turned out to be excess cash. The current market price per share of its stock is $20 and there are 22,000 shares outstanding. If the company uses its excess cash to repurchase its shares in the market, calculate the following:

18-20.
The current earnings per share (before the repurchase is)


(a)
$1.50

 *
(b)
$2.00


(c)
$2.40


(d)
$2.50


(e)
none of the above

18-21.
The current price-earnings ratio is


(a)
 5x


(b)
 7x

 *
(c)
10x


(d)
20x


(e)
40x

18-22.
The earnings per share after the repurchase of shares will be


(a)
1.00


(b)
2.00

 *
(c)
2.20


(d)
3.00


(e)
4.20

18-23. Assuming the price-earnings ratio remains unchanged after the repurchase, 


what will be the new market price of common stock?


(a)
$18


(b)
$20

 *
(c)
$22


(d)
$24


(e)
$30

18-24.
Frequent use of stock repurchase by a company may give the impression that its


(a)
management is aggressive


(b)
management really cares for the stockholders

 *
(c)
management in incompetent


(d)
management is investment-oriented


(e)
dividends per share are going to increase

CHAPTER 19
TERM LOANS AND LEASES

19-1.
Intermediate term loans have maturities


(a)
of less than one year

 *
(b)
between one and ten years


(c)
between ten and fifteen years


(d)
between ten and twenty years


(e)
of more than twenty years

19-2.
The interest rate on a term loan is generally higher than on short-term loans 


because the term loan is


(a)
less liquid


(b)
more risky


(c)
usually unavailable

 *
(d)
both (a) and (b)


(e)
all of the above

19-3. What is the maximum percentage of a national bank's capital and surplus 


which it can lend to a single borrower?


(a)
5 percent

 *
(b)
10 percent


(c)
15 percent


(d)
20 percent


(e)
25 percent

19-4.
What is the kicker clause which is used as a part of a term lending agreement?

 *
(a)
it allows the lender to share profit


(b)
it makes the entire loan immediately due and payable


(c)
it prohibits the borrower to bribe the lender to secure the loan


(d)
it speeds up the repayment schedule


(e)
it extends the maturity of the loan

19-5.
What is the acceleration clause which is used as a part of a term lending agreement?


(a)
it allows the lender to share profit

 *
(b)
it makes the entire loan immediately due and payable


(c)
it prohibits the borrower to bribe the lender to secure the loan


(d)
it speeds up the repayment schedule


(e)
it extends the maturity of the loan

19-6. Which of the following provisions is usually incorporated as a part of a term loan agreement?


(a)
restrictive provisions


(b)
prohibitive provisions


(c)
affirmative provisions


(d)
both (a) and (b)

 *
(e)
all of the above

19-7. Which of the following is not forbidden as a part of the prohibitive 
provisions of a term loan?


(a)
the sale of assets


(b)
the lease of assets


(c)
the pledge of assets

 *
(d)
the payment of dividends


(e)
the additional long-term debt

19-8.
Which of the following is not an example of affirmative provisions of a term loan?

 *
(a)
to limit the cash dividends


(b)
to maintain a certain amount of working capital


(c)
to carry life insurance on key officers


(d)
to submit periodic financial statements


(e)
all of the above are the examples of affirmative provisions

19-9.
Which of the following is the criteria used by banks in granting term loans?


(a)
repayment arrangements


(b)
validity of purpose


(c)
collection


(d)
both (a) and (b)

 *
(e)
all of the above

19-10.
What are the five C's of credit?


(a)
character, control, capacity, capital, and collateral


(b)
character, control, credit, capacity, and collateral 


 
 

 *
(c)
character, capital, collateral, conditions, and
capacity


(d)
character, capital, cooperation, collateral, and capacity


(e)
character, control, capital, cooperation, and collateral

19-11.
Bank term loans and insurance company terms loans are
______ rather than ______.


(a)
supplementary; complementary


(b)
competitive; supplementary


(c)
conflicting; complementary

 *
(d)
complementary; competitive


(e)
overlapping; complementary

19-12.
The objective of the Small Business Administration is


(a)
to make last-resort loans to small businesses


(b)
to provide technical services on managerial
problems


(c)
to help obtain government contracts


(d)
both (a) and (b)

 *
(e)
all of the above

19-13.
In a lease agreement, the owner of the asset is called the


(a)
lessee


(b)
landlord


(c)
principal


(d)
tenant

 *
(e)
lessor

19-14.
Which of the following is not an advantage of leasing?


(a)
lease payments are tax deductible


(b)
cost of leased land is tax deductible


(c)
the tax laws allow the lessee to avail the entire investment tax credit

 *
(d)
lessee is allowed the depreciation charges


(e)
leasing is an alternative to borrowing

19-15. For a firm in a 46 percent tax bracket, what is the annual after-tax cost of a $5,000 yearly


lease payment?


(a)
$2,300

 *
(b)
$2,700


(c)
$2,250


(d)
$2,750


(e)
$2,500

19-16.
What is the most widely-used rate for discounting the annual lease payments?


(a)
the cost of capital


(b)
the cost of equity

 *
(c)
the after-tax cost of debt


(d)
the after-tax cost of capital


(e)
the after-tax cost of retained earnings

19-17.
Which of the following is not a classification of a type of lease arrangement?


(a)
sales-and-leaseback


(b)
operating leases


(c)
leveraged leasing


(d)
financial or capital lease

 *
(e)
all of the above are leasing arrangements

19-18.
When a lessor buys a property and leases it back to the seller, it is known as


(a)
an operating lease


(b)
a financial lease


(c)
a leveraged lease


(d)
a capital lease

 *
(e)
a sale-and-leaseback arrangement

19-19.
Which of the following is a characteristic of an operating lease?


(a)
the lessor maintains the leased property


(b)
the lessee retains the right to cancel the lease agreement before its maturity


(c)
the lease contract usually covers a time period which is less than the 



economic life of the leased property


(d)
both (a) and (b)

 *
(e)
all of the above

19-20.
Which of the following is a characteristic of a financial lease?


(a)
the lessor maintains the leased property


(b)
the lessee cannot cancel the lease contract before its maturity


(c)
the lessee fully amortize the leased property

 *
(d)
both (b) and (c)


(e)
all of the above

19-21. A bank requires five annual payments of $15,000 to get repaid for a loan which has an 


interest rate of 14 percent. What is the face amount of the loan?


(a)
$ 7,785


(b)
$28,875


(c)
$75,000

 *
(d)
$51,495


(e)
$99,150

19-22.
In the above problem, compute the balance of the loan after the second annual payment.


(a)
$43,704.30

 *
(b)
$34,822.90


(c)
$68,720.80


(d)
$45,000.00


(e)
$60,000.00
 
 

CHAPTER 20
 CORPORATE GROWTH THROUGH MERGERS

20-1.
Which of the following is not a basic form of business combination:


(a)
merger

 *
(b)
divestiture


(c)
consolidation


(d)
holding companies

20-2.
A consolidation between two companies occurs when


(a) 
a completely new corporation emerges


(b)
old companies cease to exist


(c)
shares of old companies are exchanged for shares in the new company


(d)
both (a) and (b)

 *
(e)
all of the above

20-3.
A merger between two companies occurs when


(a)
one company loses its identify


(b)
acquiring corporation pays cash or common stock


(c)
two companies are of approximately the same size

 *
(d)
both (a) and (b)


(e)
all of the above

20-4.
A holding company has the following characteristic(s):


(a)
it has controlling interest in other companies


(b)
it is called the parent company


(c)
it requires majority voting stock to exert work control on its subsidiary

 *
(d)
both (a) and (b)


(e)
all of the above

20-5. One of the most important features on the terms of merger is the ____________ effect,


where the combined companies are worth more than the sum of their parts.


(a)
differential

 *
(b)
synergistic


(c)
harmonistics


(d)
multiplicative


(e)
synchronous

20-6.
A combination of two firms in similar lines of business is best described as

 *
(a)
horizontal merger


(b)
vertical merger


(c)
conglomerate


(d)
all of the above


(e)
none of the above

20-7.
Which of the following is not a major benefit of horizontal merger:


(a)
it provides economies of scale


(b)
it eliminates duplicate facilities

 *
(c)
it allows control over source of raw materials


(d)
it expands firm's existing market share

20-8. A combination of two firms which enlarges the capability of the acquiring firm to produce more stages of the same product or service would best be described as a


(a)
horizontal merger


(b)
conglomerate merger

 *
(c)
vertical merger


(d)
none of the above is correct

20-9. A conglomerate merger is said to occur when two or more companies in ________ lines 


of businesses are combined.


(a)
related

 *
(b)
unrelated


(c)
complementary


(d)
mutually exclusive


(e)
none of the above

20-10. If Company A wishes to seek controlling interest in Company B without revealing its


 intentions, Company A may buy common shares of Company B


(a)
through a broker on the open market


(b)
through a large holder on a negotiated basis


(c)
through a tender offer

 *
(d)
through both (a) and (b)


(e)
through all of the above

20-11.
Mergers may involve


(a)
straight cash purchase


(b)
an exchange of stock


(c)
a combination of cash and securities


(d)
only (a) or (b)

 *
(e)
all of the above

20-11. The acquiring firm's shares are selling at $40 per share and the acquired firm's shares are selling at $10 per share. Calculate the market-price basis when the acquiring firm offers 0.25 shares of its stock in exchange for one share of the acquired firm.


(a)
4.00


(b)
2.00

 *
(c)
1.00


(d)
0.25


(e)
none of the above

20-13.
Under the purchase method of business combinations,


(a)
only the acquiring firm survives


(b)
the acquired assets are recorded at their market value


(c)
the acquired assets are recorded at their historical cost

 *
(d)
both (a) and (b)


(e)
both (a) and (c)

20-14.
Under the pooling of interests method of business combinations,


(a)
no goodwill is created


(b)
the combined assets are recorded at their market values


(c)
the combined assets are recorded at their book values


(d)
both (a) and (b)

 *
(e)
both (a) and (c)

CHAPTER 21
CORPORATE GROWTH THROUGH MULTINATIONAL OPERATIONS
21-1.
The theory of comparative advantage has which of the following feature(s):


(a)
the factors of production are unequally distributed


(b)
the efficient production requires combinations of different resources and



technologies


(c)
some countries can produce certain goods more efficiently than others


(d)
both (a) and (c)

 *
(e)
all of the above

21.2. According to the theory of factor endowments, a country must specialize in the production and export of any good that uses its large amount of ___________ production factors.


(a)
scarce


(b)
limited


(c)
waste

 *
(d)
abundant


(e)
none of the above is applicable

21-3.
Which of the following theories does not explain motives for world trade?


(a)
the theory of comparative advantage


(b)
the product life cycle theory


(c)
the theory of factor endowments

 *
(d)
the theory of mass merchandising

21-4. Which of the following techniques are used as a means of protectionism in the context of world trade?


(a)
import quotas


(b)
tariffs


(c)
value-added taxes

 *
(d)
both (a) and (b)


(e)
all of the above

21-5.
Tariffs on imported goods can be imposed for which of the following reason(s):


(a)
revenue


(b)
national pride


(c)
protection

 *
(d)
(a) or (c)


(e)
all of the above

21-5. Import quotas specify the __________ amounts of certain products to be imported during


a given period of time.


(a)
minimum

 *
(b)
maximum


(c)
indeterminate


(d)
unlimited


(e)
small

21-7
 Which of the following theories explain motives for foreign investment?


(a)
the product life cycle theory


(b)
the portfolio theory


(c)
the oligopoly theory

 *
(d)
both (a) and (b)


(e)
all of the above

21-8
 Domestic companies invest abroad to seek


(a)
raw materials


(b)
production efficiency


(c)
new markets


(d)
new knowledge

 *
(e)
all of the above

21-9.
The portfolio theory relies on which of the following variable(s):


(a)
risk


(b)
product maturity


(c)
return


(d)
(a) and (b)

 *
(e)
(a) and (c)

21-10. The portfolio theory assumes that foreign investment projects tend to be __________ correlated with each other than domestic investment projects.

 *
(a)
less


(b)
more


(c)
perfectly negatively correlated


(d)
perfectly positive correlated


(e)
zero

21-11.
An oligopoly exists when there are ________ dominating the market.


(a)
many firms


(b)
one firm

 *
(c)
few firms


(d)
two firms


(e)
multinational firms

21-11. Which of the following advantage(s) typically associate with a multinational firm over a domestic firm:


(a)
access to technology


(b)
differentiated products


(c)
access to capital


(d)
superior management

 *
(e)
all of the above

21-12. The operational restrictions associated with political risk does not include the following


measure:


(a)
employment policies


(b)
shared ownership


(c)
loss of transfer freedom

 *
(d)
confiscation of business assets


(e)
breaches in contracts

21-13. Which of the following aspect(s) of nationalism may have impact on multinational firms:


(a)
minimum local ownership requirements


(b)
reservation of industries for local companies


(c)
preference of local suppliers


(d)
limitation on foreign employees

 *
(e)
all of the above

21-14. Which of the following is not a suggested action which a multinational company can


undertake to prevent possible expropriation of its assets by the host country:


(a)
maintain control of key patents


(b)
control of key export markets for the subsidiary's products


(c)
joint venture arrangements

 *
(d)
capitalization with heavy equity base


(e)
all of the above are suggested actions

21-16.
Following an expropriation, which of the action(s) can a multinational firm undertake:


(a)
exploration of legal remedies


(b)
rational negotiation


(c)
negotiation flavored with power tactics


(d)
surrender by seeking salvage value

 *
(e)
all of the above

21-17.
The foreign exchange market consists of


(a)
forward market


(b)
historical market


(c)
spot market


(d)
(a) and (b)

 *
(e)
(a) and (c)

21-18. The purchasing power parity (PPP) doctrine states that the equilibrium exchange rate


between domestic and foreign currencies equals the rate between


(a)
wholesale and retail prices

 *
(b)
domestic and foreign prices


(c)
historical and future prices


(d)
GNP and export growth


(e)
farm and manufacturing prices

21-19. In the spot market, SF 2 / 1 US$. Assume that the U.S. will have an inflation rate of 20 percent and Switzerland will have an inflation rate of 10 percent for the coming year. Calculate the new exchange rate according to the purchasing power parity doctrine.


(a)
SF 2.00 / $


(b)
SF 2.20 / $


(c)
SF 1.75 / $

 *
(d)
SF 1.83 / $


(e)
none of the above

21-20. Foreign exchange exposure refers to the possibility that a firm will ___________ due to changes in exchange rates.


(a)
gain


(b)
lose


(c)
gain and lose

 *
(d)
gain or lose


(e)
none of the above

21-21.
The three types of foreign exchange exposures are


(a)
precautionary, transaction and speculative

 *
(b)
translation, economic and transaction


(c)
translation, precautionary and political


(d)
transaction, political and devaluation


(e)
none of the above

21-22.
A translation exposure


(a)
requires actual conversion of one currency into another

 *
(b)
occurs when consolidation of financial statements takes place


(c)
reflects the changing cash flows of foreign projects


(d)
occurs when a company exports its products


(e)
all of the above

21-23.
Which of the following is not an example of transaction exposure:


(a)
borrowed funds denominated in foreign currencies


(b)
uncovered forward contracts

 *
(c)
credit purchases whose prices are denominated in domestic currency


(d)
sales of goods denominated in foreign currencies


(e)
all of the above

21-24. When a firm has a dividend payable denominated in foreign currency, the firm is said to have:


(a)
economic exposure


(b)
translation exposure

 *
(c)
transaction exposure


(d)
tax exposure


(e)
none of the above

21-25.
One promising strategy to reduce the economic exposure is

 *
(a)
worldwide diversification of operations


(b)
use of forward markets


(c)
use of money market hedge


(d)
to invest only in developed countries


(e)
none of the above

21-26.
Which of the following is not a document involved in foreign trade:


(a)
bill of lading

 *
(b)
commercial paper


(c)
letter of credit


(d)
draft


(e)
all of the above are relevant documents

21-27.
A draft is used in foreign trade to


(a)
reduce foreign exchange risk


(b)
manage translation risk

 *
(c)
effect payments


(d)
manage transaction risk


(e)
make credit investigation of importer

21-28.
Which of the following condition(s) must a draft meet in order for it to be negotiable:


(a)
contain an unconditional promise or order to pay


(b)
must be in writing and signed by the drawer


(c)
payable on sight or at a specified time


(d)
made out to order or to bearer

 *
(e)
all of the above

21-29.
A bill of lading is a


(a)
negotiable instrument

 *
(b)
shipping document


(c)
statement from the charge card company


(d)
draft


(e)
none of the above

21-30.
A letter of credit is a document issued by a bank at the request of the ___________.

 *
(a)
importer


(b)
exporter


(c)
shipping company


(d)
insurance company


(e)
government

21-31.
International banking facilities allow bank offices to


(a)
accept time deposits from foreign customers


(b)
foreign currency deposits from foreign customers


(c)
extend credit to foreigners


(d)
both (a) and (c)

 *
(e)
all of the above

21-32.
Eurodollars are ___________ - denominated deposits in banks outside the U.S.


(a)
German marks


(b)
Swiss francs


(c)
Dutch guilders


(d)
all European currencies

 *
(e)
dollar

CASE STUDY 1
WELLINGTON AIRLINES
This case is designed to achieve the following objectives: (1) to assess the firm's financial condition based on a set of key ratios, (2) to discuss some limitations of industry average ratios, and (3) to examine the basic purpose of the funds-flow-statement.

1.
Ratio Analysis






Industry

A.
Liquidity Ratios 
1985 
 1986 
Averages 
Evaluation 


Current ratio (X) 
2.40 
0.97 
3.50 
Poor


Quick ratio (X) 
1.28 
0.45 
1.50 
Poor

B.
Activity Ratios 


Average collection period (days) 
26.10 
30.00 
Good


Asset turnover (X) 

01.17 
01.20 
Satisfactory

C.
Leverage Ratios 


Debt ratio (%) 
32.00 
40.80 
45.00 
Satisfactory


Times interest earned (%) 

03.76 
04.10 
Satisfactory

D.
Profitability Ratios

Profit margin on sales (%) 

4.08 
4.00 
Satisfactory


Return on investment (%) 

4.76 
4.80 
Satisfactory


Return on net worth (%) 

8.05 
8.73 
Satisfactory

2.
Wellington’s liquidity, activity, leverage, and profitability ratios are well within the reasonable range of its respective industry averages. However, the firm's liquidity ratios have dropped considerably for the last year. Furthermore, both current ratio and quick ratio are far below the respective industry norms.

3.
Limitations of Industry Average Ratios

(a)
Many companies have diversified operations, but industry average ratios categorize those operations by their primary standard industrial classification (SIC) number only. Thus, it is difficult to develop meaningful industry averages for comparative purposes.


(b)
Different operating accounting practices, used by companies within the same industry, can directly influence the financial statements and distort comparisons. Different practices regarding inventory values, and accounting for leased assets, and depreciation on fixed assets could invalidate the comparisons.

(c)
The presence of one or a few extreme statements can cause a disproportionate influence on the industry composite. This is particularly true in a relatively small sample.

(d)
The financial statements used in the computation of the industry average ratios may not be selected by any random or statistically reliable method. The fiscal year-ends of the companies comprising the industry average might be different, thereby making the industry average non-representative for the specific period under review.

(b)
Some factors resulting in variations among different companies engaged in the same general line of business include different labor markets, geographic locations, sources and methods of financing, and terms of sales.

4.
Wellington’s Funds Flow Statement

 
Sources

Earnings after taxes
$ 80 (0.180)


Depreciation
84 (0.189)


Decrease in accounts receivable
42 (0.095)


Increase in accounts payable
13 (0.029)



Increase in notes payable
196 (0.441)


Increase in accruals
22 (0.050)


Increase in long-term debt
7 (0.016)



Total sources 
$444 (1.000)


Uses

Purchases of gross plant
$392 (0.883)


Increase in inventory
14 (0.032)


Dividends paid
 38 (0.085)


Total uses 
$444 (1.000)

The firm's liquidity problem stems from a major purchase during the 1985-1986 fiscal year of fixed assets ($392 million) which was largely financed through the use of a short-term bank note. This led to relatively high interest charges and a substantial increase in depreciation expense, which in turn contributed to the firm's less than adequate profitability ratios.

5.
The repayment of the company's short-term note deserves immediate consideration. Because the short-term note was used to finance fixed-asset acquisitions, the firm violated the matching principle. The matching principle states that a firm should finance its short-term financial needs with short-term funds and its long-term financial needs with long-term funds. The company must consider refinancing the short-term note with long-term sources in order to match the maturity structure of its assets with liabilities. The company must also consider selling some idle airplanes and other equipment and/or making sales-leaseback arrangements for these fixed assets.

CASE STUDY 2

DUNDAS TOY COMPANY

This is a straightforward cash budgeting problem. The basic purpose of the case is to illustrate the mechanics of the cash budget and the typical way in which a cash budget is used. It is an excellent case to see the situation from the standpoint of both the company president and the lending officer.

1. 
Dundas Toy Company

Cash Budget, Second Half, 2007 (in thousands of dollars)

June
July
Aug.
Sept.
Oct.
Nov.
Dec.
Sales:

500
600
1000
1200
600
400

Cash (10%)

50
60
100
120
60
40

Credit (90%) 
400
450
540
900
1080
540
360

Collections:

Month of sale (20%)

90
108
180
216
108
72

Month after sale (80%)

320
360
432
720
864
432
Total cash receipts (A)

460
528
712
1056
1032
544 
Payment of accounts payable

288
288
288
288
288
288

Wages and salaries

120
120
120
120
120
120

Overhead expenses

52
52
52
52
52
52

Selling expenses

60
60
60
60
60
60

General & administrative exp.

30
30
30
30
30
30
Total cash expenses (B)

550
550
550
550
550
550

Total cash receipts (A)

460
528
712 
1056
1032
 544

Cash outflows:

Total cash expenses (B)

550
550
550
550
550
550

Capital expenditures


80

Payment of income taxes


 38



38

Principal payment-term loan






60

Interest payment-term loan






54

Dividend payment 






50
Total cash outflows (C)

550
550
668
550
550
752

Net cash gain (loss) during

   the month (A) - (C)

(90)
(22)
44
506
482
(208)

Beginning cash balance

100
10
(12)
32
538
1020 
Ending cash balance

10
(12)
32
538
1020
812

Less: minimum cash balance 

100
100
100
100
100
100
Borrowing required (repayment)

90
112
68
(438)
(920)
(712)

Cumulative loan balance

   (beginning 300)

390
502
570
132

Surplus funds





788
1600 
2.
Cumulative Loan


Month 
 Balance 
Surplus Funds

July 
$ 390,000 


August
502,000


September
570,000


October
132,000


November 

$ 788,000


December 

1,600,000

The proposed $500,000 line of credit will not be sufficient to cover the anticipated needs of the cash budget. Unless the company can obtain a $600,000 line of credit from its bank, some alternative financing will be required. Dundas Toy Company might have requested an extension of the credit period to spontaneously generate additional funds form its suppliers. Accounts receivable loans or inventory loans would also be worth consideration as source of funds.

3.
The regular cash requirements of the company should be forecasted to make certain that (1) adequate cash funds are available for the timely payment of credit purchases, payrolls, and other costs; (2) funds will be available for additional capital assets; and (3) excess funds, if any, are wisely invested. The cash budget enables the company avoid a cash flow crisis at a very later hour. The cash flow crisis will result in not only a sharply reduced number of alternatives but also potentially devastating psychological consequences. The ability of the company to pay a payroll and other credit obligations can have a considerable negative impact on employee, management, creditor and stockholder attitudes. Because Dundas Toy Company is expected to have considerable amount of excess funds for November and December, it would invest these idle funds on a temporary basis. The company would need to invest seasonally in short-term, low-risk, liquid instruments such as U.S. Treasury bills. Such investments would not earn high interest but could be arranged to mature according to anticipated cash needs in order to avoid the extra costs associated with multiple transactions.

4.
Production geared closely to the sales schedule could create a lot of problems. They include overtime premiums, recruiting and training problems from seasonal expansion and contraction of the work force, and frequent setup changes on the machinery from accelerated production schedules during the peak season. Level production would eliminate these problems, thus increasing the profitability of the company. However, the increased profit is offset by the commitment of funds to finance a pile-up of inventory in the off-season. Thus, the increased profit obtainable under a level production schedule should be weighed against the risk of increased inventory investment and the difficulty of obtaining adequate financing.

CASE STUDY 3
HAWTHORNE BUSINESS INSTRUMENT

The purpose of this case is to determine the effect of working capital policy on profitability as measured by the rate of return on common equity and on risk as measured by the current ratio.

1.
(a) 
Balance Sheet ( in thousands of dollars)

 


Conservative 
Intermediate 
 Liberal

Current assets 
$ 4,320 
 $ 3,240 
 $ 3,457


Net fixed assets 
   6,480 
   7,560 
   7,625

Total assets 
$10,800 
 $10,800 
$11,081


Current liabilities (8%) 
$ 1,404 
 $ 1,404 
 $ 1,685


Long-term debt (10%) 
4,320 
 4,320
4,320


Common equity 
   5,076 
   5,076 
   5,076

Total claims 
$10,800 
 $10,800 
 $11,081


(b)
Income Statement




Conservative
Intermediate
Liberal 

Sales 

$14,400,000
$15,120,000
$15,840,000


Operating expenses 
2,240,000
 12,852,000
 13,464,000

EBIT

2,160,000
 $ 2,268,000
 $ 2,376,000


Interest 
     544,320
     544,320
     566,800

Taxable income 
$ 1,615,680
$1,723,680 
$1,809.200


Taxes (50%) 
     807,840 
     861,840 
     904,600

Earnings after taxes 
$ 807,840 
$ 861,840 
$ 904,600


(c)
Key Ratios

Current ratio 
3.08X 
2.31X 
2.05X


Return on common equity 
15.92% 
16.98% 
17.82%


Debt to total assets 
 53.00% 
53.00% 
54.00%

2. A tradeoff exists between risk and profitability. The degree of risk and the level of profitability depend upon the amount of investment in current assets and the amount of current liabilities used in the operation of the business. Thus, the profitability associated with various levels of current assets and current liabilities should be evaluated relative to the risk associated with those levels. The conservative policy provides the company with the lowest rate of return on equity (15.92%) but gives it the highest current ratio (3.08). The liberal policy provides the company with the highest rate of return on equity but gives it the lowest current ratio.

3.
Mr. Edwards appears to favor the liberal policy. The choice of the alternative working capital policies will really depend on whether the expected profitability under this policy is significantly higher than under either of the other two and whether the higher expected profits are sufficient to offset the higher riskiness of the liberal policy. It is difficult to truly determine the extent of risk under the three alternative policies because of insufficient information available in the case. One important factor is the stability of sales and costs. If both sales and costs are relatively stable, Mr. Edwards may have a strong argument in favor of a more liberal policy. However, Mr. Edwards may have difficulty in selling the liberal policy to other finance members because (1) they appear to be more conservative than Mr. Edwards, (2) the company's current working capital policy is conservative, and (3) even the liberal policy may not generate enough capital to finance the proposed two plants.

CASE STUDY 4
BROWN TOY COMPANY

This simple case illustrates the usefulness of introducing an inventory control model in a firm which does not have any system of inventory management. With the help of the EOQ model, savings can be realized by the firm by reducing average investments in inventory. The case also explicitly deals with the stock out costs while estimating a proper level of safety stock. It should be noted by the students that the calculation of stock out costs is a matter of guesswork and can be highly subjective.

1.




Industry


Ratios
BTC
Average
 Evaluation 

Current ratio
1.65x
1.65x
Satisfactory


Quick ratio
0.48x
0.80x
Poor


Inventory turnover 
2.29x
9.00x
Very poor


Debt ratio
35%
40%
Satisfactory


Net profit margin 
2.86%
8.00%
Very poor 
Mr. Casey Sculthorpe is correct in saying that some of the firm's ratios are out of line compared to the industry average. It seems very obvious that the firm is carrying an excessive amount of inventory which has adversely affected the profitability ratio. The firm's liquidity is also low as judged from the quick ratio. Once the management is able to reduce its investment in inventory, both the liquidity and profitability ratios will improve.

2. Total sales or usage in units is 450,000, ordering cost per order is $160, and carrying cost per unit is $4 (0.25 x $16). Thus, the firm's EOQ is
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4.
The company's safety stock is calculated by finding its level where the sum of the carrying cost and the stock out cost is at its minimum point:


(1)
(2)
(3)
(4)


Assumed
Carrying
 Estimated
Total


Safety
Costs 
Stock out
Costs


Stock
(1) x $4
Costs
(2) + (3)
 

100 units
$400
$5,300
$5,700


200
800
4,640
5,440


300
1,200
4,060
5,260


400
1,600
3,555
5,155


500
 2,000
2,950
4,950


600
 2,400
2,420
4,820


700
 2,800
1,940
4,740


800
3,200
1,510
4,710


900
3,600
1,130
4,730


1,000
 4,000
810
4,810


1,100
 4,400
520
4,920


1,200
 4,800
330
5,130


1,300
 5,200
200
5,400


1,400
 5,600
100
5,700


1,500
 6,000
 0
6,000
 
The company is supposed to have the lowest sum of the carrying cost and the stock out cost at 800 units of inventory. Thus, 800 units are the safety stock.

5.
Average inventory = EOQ/2 + safety stock

                       = 6,000/2 + 800 

                       = 3,800 units

6.
Unit sales per day = 450,000/360 = 1,250 units

Reorder point = 4 (deliver time) x 1,250 + 800 = 5,800 units

7.
The balance sheet indicates that the firm has an inventory of $3,140,000 at an average cost of $16 per unit. Thus, the inventory in units is $3,140,000/$16 = 196,250. If the company adopts its EOQ model, its average inventory would be 3,800 units. Thus, the company could reduce its inventory by 192,450 units:

Reduction in inventory = 196,250 - 3,800 = 192,450

Thus, the firm can realize substantial savings in its investment in inventory by introducing the EOQ model.

CASE STUDY 5
LAVELY CLOTHING COMPANY
This case involves three alternatives suggested for improving overall performance in the working capital area: bank loan secured by inventory, accounts receivable pledging, and accounts receivable factoring. Sales at Lavely Clothing Company have grown rapidly, with about 20 percent growth rate in 2006 alone. With dividend payout ratios above 70 percent, the majority of the needed funds came from outside sources. Inept working capital management and an inaccessibility to external long-term financial markets represent a classic problem of growth, aggravated by an inflexible dividend policy. 

1.
The effective interest cost of pledging the accounts receivable may be larger than the stated cost of an amount "equal to the primate rate of 12 percent plus 3 percent premium," because the company will be responsible for any bad debt losses. If the 2006 bad debt losses of 5 percent are indicative of the 2007 experience, the effective cost of pledging the accounts receivable for 2007 would be at least 17 percent (12% prime rate + 3% premium + 5% bad debt losses). It is important to understand that the additional charge will be identical with the bad debts experience because all sales are on credit. 

2.
The company's commission rate of 2 percent equals the cost of its credit department operations (see Footnote 2 in Exhibit 2). The commission is basically a charge for the factor's taking over such services as credit checking, bookkeeping, collection, and risk bearing. Because the factor is a specialist in credit evaluation and collection, the company's bad debt losses of 5 percent will decrease to the industry average of 1 percent. These two things tell us that the factor's services are expected to save the company a credit department expense of 2 percent and bad debt expense of 4 percent. Thus, the effective interest cost of factoring the accounts receivable is 10.5 percent (12% premium + 2.5% premium - 4% reduction in bad debt losses).

3.
Net Current Ratio
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Thus, the current ratio will increase from 1.76 to 4.00 and 
the debt ratio will decrease 

from 58 percent to 34 percent. If the company does not sell to clients which failed to 

obtain credit from the factor, its bad debt losses will probably decrease to the industry 

average of 1 percent, thus saving the company 4 percent of bad debt losses.

4.
It is highly unlikely that the Benchmark Community Bank will increase its loan to the company for a number of reasons. First, the company has already obtained two increments in its loan from the bank (see Exhibit 1). These increments have been accompanied by an increasing risk premium over the prime rate (see Footnote 2 in Exhibit 1). Second, the bank has reacted tot he company's declining current ratio and its increasing debt ratio with two formal notices. The second notice indicates that the entire debt will become due and payable unless the current ratio is improved within two months. Third, 80 percent of the inventory is work-in-process and thus is not capable of being placed in a field warehouse without disrupting the production process. In addition, the bank would find it difficult to realize much from the sale of work-in-process if the loan is defaulted.

5.
Factoring should be selected for a number of reasons. First, the increased bank loan and the receivable pledging will improve the current ratio, but they will not improve the debt ratio. These two alternatives will have little positive effects on profitability ratios. Furthermore, they will not solve the firm's two major problems in the working capital area--the excessive bad debt losses and the protracted collection period. Factoring will substantially improve the current ratio, debt ratio, and profitability ratios. Second, factoring will enable the company to increase the efficiency of the credit and collection function without added cost, because the factor's commission rate does not exceed the current operating cost of the company's credit department.

CASE STUDY 6
FARMVILLE FIBER CORPORATION
The purpose of this case is to provide students with an opportunity to identify the project's relevant cash flows. The costs and cash flows included in the analysis of the Polyester Fiber project are troublesome in several areas. These areas include test market costs, increased working capital, the use of excess production and building capacity, and the cost of debt.

1.
The Farmville Fiber Corporation includes test market costs ($2 million) in its analysis of the Polyester Fiber project. Because these costs have already been incurred at the time of the case, they should be treated as sunk costs in the analysis. It is important to recognize that only incremental future cash outflows and inflows are relevant in capital expenditure analysis. Test market costs should be considered as irrelevant costs because they are not changed by the acceptance or rejection of the project.

2.
Mr. Orgain, the president of the company, proposes that the Polyester Fiber project be charged for the use of excess production and building capacity. Because the company will use its current excess capacity in the production of polyester fiber, no incremental cash flows are incurred and thus nothing should be charged against the project. However, if excess capacity has an alternative use or acceptance of the project will require an even greater increase in the nylon-fiber production capacity, it seems reasonable to include use of the nylon-fiber production facilities as costs of the Polyester Fiber project.

3.
This project would require $2 million in additional working capital to provide the cash, accounts receivable, inventories, and short-term credit necessary to support the anticipated sales. The $2 million in additional working capital should be treated as an initial cash outflows and a cash inflow at the end of the project life. Although the investment and subsequent recovery of funds balance out each other, they are not equal because of the time value of money.

4.
The net cash flows diverted from sales erosion of existing product lines should not be treated as a cash inflow for two reasons. First, there is no hard verifiable information in the case to support that the Polyester Fiber project would reduce the sales volume of rayon and nylon fibers. Second, these cash flows are not incremental because they could occur anyway, even if the project is rejected. Certainly, no company would encourage the development and introduction of products that would simply displace its existing products. The use of a capital budgeting system that places a heavy emphasis on the erosion of existing products might encourage the Farmville Fiber Corporation to abandon a number of attractive new projects. These products might also be attractive to competitors and competitors might introduce them if Farmville Fiber failed to do so. Under these conditions, the cash flow might be incremental because the eventual erosion of existing products might be viewed as inevitable whether or not the new project is introduced. 

5.
Unlike depreciation charges, interest expenses involve actual cash outflows. However, interest expenses are normally excluded from the cash flow of the project in order to avoid a double-counting of the cost of funds. The basic purpose of the discounting process is to insure that the net cash flows of accepted projects are sufficient to cover the cost of funds. Hence, the double counting of interest may lead to an incorrect decision to reject otherwise profitable projects.

6.
The project cost of $20 million consists of machinery and equipment ($14), the modification of nylon-fiber production facilities ($4 million), and additional working capital requirements ($2 million). 

Under the assumption that the project includes cash flows from sales erosion of existing products, the net present value and the profitability index are as follows:


Net 
Discount 


Year 
 Cash Flows 
Factor at 10%
Present Value

1 
 $2,900,000 
0.909
$2,636,100


2
3,000,000
 0.826
2,478,000


3
3,100,000
0.751 
2,328,100


4
3,200,000
 0.683
 2,185,600


5
3,300,000 
 0.621
2,049,300


6
3,400,000
0.564
1,917,600


7
3,500,000
0.513
1,795,500


8
3,600,000
0.467
1,681,200


9
3,700,000
0.424
1,568,800


10
5,800,000 * 
0.386
2,238,800


Aggregate present value
$20,879,000



Minus: project cost
20,000,000


Net present value
$879,000
*The 10th year cash flow of $3.8 million plus working capital of $2 million.
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The project should be accepted because the net present value is positive and the profitability index is greater than one.

Then under the assumption that the project excludes cash flows from sales erosion of existing products, the net present value and the profitability index are as follows.


Net 
Discount 


Year 
 Cash Flows 
Factor at 10%
Present Value


 1
$2,600,000
0.909
$2,363,400


 2 
2,700,000
0.826
2,230,200


 3
2,800,000
0.751
2,102,800


 4
2,900,000
0.683
1,980,700


 5
3,000,000
0.621
1,863,000


 6 
3,100,000
0.564
1,748,400


 7
3,200,000
0.513
1,641,600


 8
3,300,000
0.467
1,541,100


 9
3,400,000
0.424
1,441,600


10
5,500,000
0.386
2,123,000

Aggregate present value
$19,035,800


Minus: project cost
20,000,000


Net present value
-$964,200
*The 10th year cash flow of $3.5 million plus working capital of $2 million.
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The project should be rejected because the net present value is negative and the profitability index is less than one.

CASE STUDY 7
FEATHERSTUN TECHNOLOGY COMPANY
The purpose of this case is to discuss the problems and alternative approaches associated with the determination of the weighted average cost of capital.

1.
Book value weights can be obtained from the balance sheet in Exhibit 1 of the case.

Source
 
Book Value 
Weight
Debt

$20,000,000
0.45

Preferred stock
10,000,000
0.22

Common equity
15,000,000 
0.33
Total sources
$45,000,000
1.00

Market value weights are calculated as follows:

Market value of debt = $20,000,000 x 0.90 = $18,000,000

Market value of preferred stock = 400,000 shares x $20 = $8,000,000

Market value of common stock = 2,000,000 shares x $14.50 = $29,000,000

Market value of common = 2,000,000 x $14.50 = $29,000,000

Sources
Book Value
Weight
Debt

$18,000,000
0.33

Preferred stock
8,000,000 
0.14

Common equity
29,000,000
0.53
Total sources
$55,000,000
1.00

2. The annual growth rate of dividends can be computed as follows:
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If you look across the five-year row in Table C (Present 
Value of $1) at the end of the 

textbook, the discount factor 0.711 is under the 7-percent column; 7 percent is the annual 

growth rate of dividends. Thus, the common equity is computed as follows:
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3.
The cost of debt and the cost of preferred stock are computed as follows:

Cost of debt after tax = 0.124(1 - 0.50) = 6.2%

Cost of preferred stock = $2.25 ÷ $20 = 11.3%

Using the book value weights, the weighted average cost of capital is calculated as follows:

Source 
Weight 
Cost 
Weighted Cost
Debt
0.45
6.2% 
2.79%

Preferred stock 
0.22 
11.3
2.49

Common equity
0.33 
13.6
4.49 
Weighted average cost of capital 


9.77%

Using market value weights, the weighted average cost of capital is computed as follows:

Source 
 Weight 
Cost 
Weighted Cost 

Debt
0.33
6.2%
2.05%

Preferred stock
0.14
11.3 
1.58

Common equity
0.53
13.6 
7.21 
Weighted average cost of capital


10.84%

4.
First, if a single component cost is used as the acceptance criterion, it is possible to accept projects with a low rate of return while rejecting projects with a high rate of return. Some low-return projects may be accepted because they can be financed with a cheaper source of capital such as debt. Some high-return projects would be rejected because they have to be financed with an expensive source of capital such as equity capital. If the firm uses up some of its potential for obtaining new low-cost debt, subsequent expansions will require it to use additional equity financing or the debt ratio will become too large. Second, if the firm accepts those projects that yield more than its weighted average cost of capital, it is able to increase the market value of its common stock. This increase occurs because these projects are expected to earn more on their equity-financed portion than the cost of equity.

5.
There are two major advantages of book value weights: simplicity and stability. The first advantage is that the values are readily obtainable from the firm's balance sheet. Second, the weights are stable over time. The principal disadvantage is that the weights may misstate the weighted average cost of capital if the market values of the firm's securities have changed. Market value weights are better than book value weights because book value weights usually misstate the weighted average cost of capital and investors expect a return on the current value for the firm. One drawback of using market value weights is that they fluctuate widely.

CASE STUDY 8
STONE MILL GIFTS, INC.
The objective of the case is to introduce to students the concept of valuation of an ongoing business. A young entrepreneur with financial backing from his relatives is searching for a promising business to satisfy his yearning to be how own boss. A medium-sized gift store is offered to him. The entrepreneur, Mr. Johnny Mahaney, has to estimate the financial requirements of the business at the time of purchase and the profitability of its operation in subsequent years. The case leader may use the role-playing model to highlight the bargaining scenario. Students can be encouraged to play the roles of various parties involved in the case.

1.
Mrs. Weinstein has offered to sell the store for a purchase price of $175,000 excluding the cash balance. A cash balance of $19,250 shall be required based upon the national average of 7 percent of the total assets of this size store. Thus, the initial total investment consisting of the purchase price of $175,000 and the cash balance of $19,250 would amount to $194,250.

2.
Based on the information provided in the case, it seems that Mr. Mahaney possesses a good ability to run the store. He has some excellent ideas to promote sales, e.g., changing the merchandising mix to better suit the clientele of the shopping mall, institution of bridal registry, and layaway plans. While these services cost extra money to the store, they are usually well appreciated by the gift buyers and may very well become the distinguishing feature of the store.

3.
In 2003, Mrs. Weinstein took over the control of the business. The following computations provide the summary of results during the tenure of Mr. Evan Weinstein (1998–2002) and that of Mrs. Weinstein (2003–2007):


1998–2002
2003–2007

Average profit (before tax)
$18,855
$13,775

Growth rate in profits
6%
2%

If we assume Mr. Evan Weinstein had not died in 2003 and still continued to operate the store, the profits for 2008 would be $29,792 ($21,010 x 1.418), given a compound growth rate of 6 percent. On the other hand, if we allow the profits to grow at the current growth rate of 2 percent, 2008 profits would be $14,336 ($14,055 x 1.02). One may assume that Mr. Mahaney would do much better than Mrs. Weinstein but not do so well as Mr. Evan Weinstein; we can find estimates of profits for low, middle, and high for 2008:


Low
Middle
High 

Profits before tax
$14,336
$22,064
$29,792

4.
Given a risk-free rate of return of approximately 10 percent and the yield rate on Aaa rated corporate bonds of 11 to 12 percent in 2003, it may be reasonable to expect a before-tax rate of return of 16 percent on an investment as risky as gift stores. A rate of return of 15 to 16 percent on common stock investment may represent a realistic estimate of the opportunity cost of funds.

5.
Given the profit estimates calculated above and a capitalization rate of 16 percent, one can calculate various valuation estimates assuming constant earnings.

Minimum valuation 
= $14,336/0.16 = $89,600

Middle valuation 
= $22,064/0.16 = $137,900

Maximum valuation 
= $29,792/0.16 = $186,200

Valuation will, of course, change using different capitalization rates.

We can determine the value of the company using the constant growth model. If we assume an expected rate of return of 16 percent, an average growth rate of 4 percent (average of 6 percent and 2 percent), and an average profit of $22,064 
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for Mr. Mahaney:

Value = profit/(expected return - growth rate) = $22,064/(0.16 - 0.04) = $183,867

Again, varying assumptions will yield different results.

We can also determine the value of the company using book values. The following computation gives the revised value of assets and liabilities:

Accounts receivable (0.90 x $52,250)
= $ 47,025

Inventories
148,500

Fixed assets
  63,250
Total assets
$258,775

Less: liabilities
  155,375
Value of net assets
$103,400

6.
The valuation estimates, as calculated above, have a range of a low of $89,600 and a high of $186,200. Mrs.Weinstein would at least like to get a value of $103,400 which represent the net value of assets assuming an orderly liquidation. The maximum price one would be willing to pay for the store is $183,867 which is based on its "going concern" value. How desperately Mr. Mahaney wants to buy the store and how anxious Mrs. Weinstein is to sell it will determine the actual outcome. The final price will also be influenced if there are other buyers in the market bidding for the store. In our opinion, Mr. Mahaney should not pay more than $140,000 to $150,000 which represents the middle ground.

In actual case, Mr. Mahaney paid the full asking price of $175,000 as he was more anxious to buy the store and somewhat more optimistic about the future potential for the store.

CASE STUDY 9
SOUTHSIDE ELECTRIC POWER COMPANY
This case is designed to discuss major determinants and significance of bond ratings in establishing a debt policy.

1.
Bond Ratings by Standard & Poor's and Moody's




Standard & Poor's
Moody's



AAA
Highest grade
Aaa
Best quality


AA
High grade
Aa


High quality


A
Upper medium grade
A


High medium grade


BBB
 Medium grade
Baa


Lower medium grade


BB
Speculative
Ba
Possess speculative elements


B
Speculative
B
Undesirable 


CCC, CC
Outright speculation
Caa
Poor


C
Income bond
Ca
Speculative


DDD, DD, D
In default
C
Lowest grade

There are several ways to analyze or compare the quality of bonds. Two financial service firms—Standard & Poor's and Moody's—assign letter ratings to indicate the quality of bonds. Their AAA ratings indicate the highest quality of bonds. Bonds with such ratings are frequently refereed to as gilt edge because the interest and principal are protected by substantial financial strength, thus carrying the smallest degree of investment risk. In other words, these ratings depict the estimated probability of default. Bond ratings are important because they affect he interest rates the company pays on their new bonds and they affect the market prices of all of the firm's outstanding bonds to bring their yields into line with that on the new issue. 

2.
While there is no magic formula for ratings bonds, the major rating agencies normally investigate five aspects of the company and the particular issue in question: management, level and stability of earnings, financial resources, asset protection, and indenture provisions. First, the agencies place a major emphasis on management's prudence and capability in determining bond ratings. They examine management's objectives and its policies to achieve these objectives. Second, the agencies assess the ability of companies to earn good returns consistently and to maintain adequate interest overages (times interest earned). Stability of earnings is usually more important than the earnings level. Third, a number of specific ratios such as current ratio, inventory turnover, and accounts receivable turnover are calculated to determine a company's current liquidity. Some other ratios such as debt ratio and times interest earned are used to determine a company's stability to obtain additional funds form external sources. Fourth, the degree of protection afforded by the company's assets are determined by some specific indices such as total long-term debt/net plant and net tangible assets/total long-term debt. Fifth, existing and proposed indenture provisions are reviewed to determine the repayment schedule in the event of liquidation. In addition, the bond rating agencies examine whether there are suitable safeguards against default, management is restricted in the amount of additional debt it can raise, and the terms of issue require a sinking fund.

3.
Case Exhibit 3 indicates that Southside Electric Power's debt ratio and times interest earned are comparable to those of electric utility companies rated double-A. The company's debt ratio has steadily increased from 34 percent in 1998 to 49 percent 2006. Its times interest earned has steadily fallen from 5.32 times to 4 times during the same period. Thus, the company's bond rating will fall to double-A if these two ratios remain the same.

4.
The maintenance of a triple-A rating is desirable because the credit rating of a bond affects its interest and the availability of additional long-term debt. The company's huge capital spending requirements are largely non-deferrable because electric utility companies are typically required to provide the level of service the public demands at prices set by the regulatory bodies. Thus, the expenditures must be made and financed. Mr. Longshore desires to maintain the highest bond rating so that his company can have the access to all major sources of new capital.

5.
If the company wants to maintain its triple-A rating, it must sell a substantial amount of new common equity and/or retain a considerable amount of profits. The sale of new common stock is not desirable because its stock was selling at $28 in 2006 (see Case Exhibit 3)—at least a 11-year low. Because cash dividends have positive impact on stock prices, the company cannot reduce its dividend payments drastically. Exhibit 2 shows the future prospects for earnings per share, dividend per share, and return on net worth of three debt policies. Earnings per share, dividend per share, and return on net worth are substantially higher at a 49 percent debt ratio than a 40 percent debt ratio. One might argue that these higher levels and their growth rate would cause the stock price to increase substantially if the company adopts a 49 percent debt ratio. But we must understand that the increased debt would increase risk, thereby causing the stock price to fall. 

CASE STUDY 10
PRESLEY TECHNOLOGY’S ETHICAL DILEMA 
The overall issue of this case is conflict of interest as reflected by two separate episodes. In Episode I, the conflict is between management and shareholders. Frank William, Special Assistant to the Vice President of Finance, faces a serious ethical dilemma regarding management's desire for short-term profit and personal gain. He must analyze his options when management proposes an undesirable acquisition for questionable reasons. In Episode II, the conflict is between sales growth and the code of business conduct. Sam Wellington, Vice President of Marketing, is under heavy pressure to increase his company's overseas sales by 30 percent per year amid a strong competition from major computer companies. Nevertheless, he may have to recommend terminating a contract with a major overseas distributor whose business practice appears to clash with the letter of the code. 

1.
Use the data in Exhibit 1 to estimate the market value of Computer Engineering in the following three ways: (1) price-earnings ratio, (2) market value/book value, and (3) dividend growth model. 


Among many available methods of valuation, the commonly used ones are price-earnings ratio, market value/book value, dividend growth model, capitalization of earnings, and the use of comparables. Some appraisal consulting companies as well as courts advocate the use of a weighted average of the fair values from the above and other methods. We use the first three methods along with High Tech (HT) as a reference company to compute the per share price (PSP) of Computer Engineering (CE). 
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Because Computer Engineering has 1 million common shares outstanding, its market value ranges from as high as $16 million to as low as $7.5 million. Presley Technology offered to buy Computer Engineering for 2 million shares of its stock at a time when the stock was selling for $20 a share, thereby making the total purchase price of Computer Engineering $40 million. Although it is an exchange of stock, top executives of Presley Technology could still benefit because they will own more valuable stock. Analysis of Computer Engineering should show that by virtually any valuation method, the acquisition does not make finance sense. A premium ranging from $32.5 million to $24 million over the value of Computer Engineering is being paid to the shareholders of the company. Thus, the proposed acquisition will significantly dilute the value of all current Presley Technology shares. 

2.
List and discuss options available to Frank William.


Frank William has the following three options: First, he can prepare a favorable but perhaps misleading or deceptive report on the acquisition. Second, he can refuse to write a favorable report on the acquisition and accept the possibility of dismissal. Third, he can "blow the whistle" by sending a letter to the "outside" director. 

3.
Discuss two major sections of the FCPA: anti-bribery and accounting.


The anti-bribery section was the first piece of legislation in the US history making it a criminal offense for US companies to corruptly influence foreign officials or to make payments to any person when they had "reason to know" that part of these payments would go to a foreign official. The accounting section establishes two interrelated accounting requirements. First, public companies must "keep books, records, accounts, which, in reasonable detail, accurately and fairly reflect the transactions and dispositions" of their assets. Second, corporations are required to "devise and maintain a system of internal accounting controls sufficient to provide reasonable assurance" that transactions have been executed in accordance with management's authorized procedures or policies. Congress concluded that the anti-bribery and accounting sections would effectively prevent payments of foreign bribes and off-the-book slush funds. Penalties for violations include fines of up to $2 million for corporations and $100,000/or five years in jail for individuals.

4.
List and discuss pros and cons concerning corporate codes of conduct.



Proponents of the FCPA contend that if US companies are allowed to corrupt foreign officials, in all likelihood they would wish to do the same in the United States. The FCPA has encouraged US companies to introduce corporate policies against corrupt foreign payments and to improve internal controls because the FCPA bans illegal payments to foreign officials, and levies heavy penalties for violations. Numerous surveys found that most US companies had undertaken positive steps to prevent illegal payments to foreign officials and to improve internal controls. Corporate codes of conduct may be useful to: (1) communicate a desirable corporate culture; (2) orient new employees to company values; (3) create a clear direction in decentralized firms; (4) improve a company's public image in the eyes of both society and regulatory agencies; and (5) protect top management from accusations of knowingly allowing employee misconduct. Corporate codes of conduct could be useless or even harmful because they may: (1) be difficult to enforce; (2) compel companies to sacrifice competitiveness; (3) lead to penalties for employees who follow guidelines but sacrifice profits in doing so; and (4) be costly to develop and implement. 

4. If you were Sam Wellington, what would you do about the situation in these South 


American countries?
 


Nathan Stallings, a major South-American distributor for Presley Technology products, obtained lower customs duties through bribery. When he was asked to comply with the company code of conduct, he declined on the ground that it would place him at a competitive disadvantage. Presley Technology code of conduct prohibited the company from using distributors who engaged in bribery. In addition, the company would violate the FCPA if it had reason to know that one of its agents was bribing foreign officials to obtain business.


Sam Wellington might argue that in these South American countries, bribery should be allowed because (1) it is customary; (2) business gets done: (3) no one is hurt; and (4) people in general benefit. Or he might argue that bribery is simply wrong and Presley Technology should refuse to renew Nathan's contract unless he agrees to abide by the code. 

7.
The Internet Center for Corruption Research provides the transparency international perceptions index and a comprehensive assessment of country's integrity performance. Use the website of this organization—www.gwdg.de/~uwvw/icr.htm—to identify the five most corrupt countries and the five least corrupt countries.

CASE STUDY 11
GM OPERATIONS IN MEXICO AND THE PESO CRISIS

1.
Do you think that the peso has fallen far enough or that it will continue to lose value (Hint: answer this question using Equation 8-3). Is the predicted exchange rate usually accurate?

Remember that Ps2.9454 is the same as $0.3395. The purchasing power parity theory can be used to determine whether the huge fall in the value of the peso is justified:

Inflation rate from 1990 to 4th Quarter 1994 = (4th quarter 1994 index - 1990 index)/1990 index:


US:

(110.1 - 100)/100 = 0.101


Mexico:
(170.5 - 100)/100 = 0.705

Predicted exchange rate = $0.3395 x [(1+0.101)/(1+0.705)] = $0.2192/Ps

As of 4th quarter 1994, the peso had dropped to a value of $0.1878 per peso or 5.3250 pesos per dollar. Thus, the peso has fallen more than the predicted exchange rate ($0.2192 or 4.5620 pesos) would indicate. The following table shows the actual rates and the predicted rates from 1990 to 4th quarter 1994, using the 1990 as a base year.

Actual and Predicted Exchange Rates for the Peso

(Pesos per Dollar)

	
	
	
	
	
	3rd Q
	4th Q

	
	1990
	1991
	1992
	1993
	1994
	1995

	Actual Rate
	2.9454
	3.0710
	3.1154
	3.1059
	3.4040
	5.3250

	Predicted Rate
	—
	3.5051
	3.9746
	4.2845
	4.5147
	4.5620



The predicted exchange rate may not be accurate for a number of reasons. First, it is possible that Mexico's consumer prices might have been suppressed by the government through a variety of policies such as direct or indirect controls on wages and prices. The accuracy of the predicted exchange rate also depends on the base year. We used "1990" as a base year in predicting the exchange rate for the peso, but it may not be a representative year. Finally, the predicted exchange rate may not be accurate because many other factors influence exchange rates besides relative prices. These other factors include the balance of payments, interest rates, international reserves, and government interference in the foreign exchange market. Therefore, it is difficult to measure the precise magnitude of exchange rate movements attributable to differences in inflation rates. 

2.
Could the peso float have been forecasted? (Hint: answer this question using such economic indicators as the balance of payments, international reserves, inflation, and money supply).

The Mexican current account was negative for many years. And the current account deteriorated rapidly since 1990. Mexico's international reserves had actually increased every year from 1990 to 1993 because the capital account (Table 8-1 does not show this account) had been consistently positive in all these years. One can say that foreigners increased their direct investments, holdings of securities, and loans in Mexico. 

Mexico had increased its reserves, but the increase had not been in proportion to its current account deficit in recent years. 

	
	International

Reserves
	Current Account Deficit
	Reserves as Percent of

Current Account Deficit

	1990
	 9,863
	 7,451
	132%

	3rd Q 1994
	16,374
	21,525
	 76%


This means that Mexico should continue to borrow money from foreign countries in order to finance its deficit. The question is how much more a country such as Mexico can borrow when the country is in political turmoil. 

Mexico's inflation rate was seven times as high as that of the United States between 1990 and 3rd quarter, 1994. The inflation was caused at least in part by a rapid increase in the country's money supply. The growth rate of Mexico's money supply was five times as fast as that of the United States. 

All of the economic indicators above signaled the need for a devaluation of the peso, but the possibility of such a devaluation had existed since 1991: the timing of a devaluation, therefore, was most difficult to predict. In fact, the table indicates that the peso had been overvalued significantly, as compared with the predicted exchange rates.  

3.
What alternatives are available to the Mexican government for dealing with its balance-of-payments problems?  

The Mexican government has a number of alternatives to deal with its balance of payments problems. 

Deflate the Economy: The government may adopt tight monetary and fiscal policies. To stem inflation, it should control government budget deficits, reduce growth of money supply, and institute wage and price controls. But these policies may also slow the economy.

Continue Borrowing: The balance of payments may improve as the world economy rebounds and as Mexican oil exports increase, thus allowing Mexico to pay off these loans. But it was unlikely that the oil exports would provide the whole solution soon. In addition, the country's huge external debts outstanding would have made it difficult to borrow much more.

Institute Strict Exchange Controls: Exchange controls will alleviate a shortage in foreign exchange. However, strict exchange controls could make the spread between official versus market rates even wider; it would be difficult for the government to enforce these controls; and they may hurt foreign investment and tourism.

Float the Peso: The peso float would have an inflationary impact because of both demand pull from exports and cost push on imports. The peso float might not correct the balance-of-payments deficit if: (1) foreign markets did not buy more goods in response to lower prices, (2) Mexican companies did not have the capacity to produce more goods for exports, (3) Mexicans continued to import foreign goods regardless of their higher prices, and (4) middlemen did not pass on changes in prices to their customers.

4.
Assume that Mexico imposed prolonged foreign exchange controls and thus GM de Mexico, the Mexican subsidiary of General Motors, could not import crucial materials and components from the United States. Briefly outline courses of action that GM de Mexico should take to cope with the foreign exchange controls. 

If the Mexican government does not allow GM de Mexico to use scarce foreign exchange to import materials and components from the United States, there are a number of alternatives available to GM: (1) continue to ship components but extend unlimited credit to the subsidiary so that payment will not have to be made; (2) find or develop local suppliers in Mexico or have the subsidiary become a more self-sufficient company; (3) have the subsidiary develop export markets in order to get credits from the government that will allow the import of components; (4) ship components and consider them as contribution to equity; and (5) close down operations.

5.
Is there any evidence that the typical pattern of exchange rate stabilization programs suggested by researchers such as William Gruben took place in Mexico?

The typical pattern of exchange-rate stabilization programs flows as follows: the real exchange rate rises—trade and current account balances deteriorate—first capital inflows rises but the inflows ultimately reverse—the exchange-rate stabilization program calliopes. Evidence suggests that this typical pattern took place in Mexico. Figure 11-1 shows that real exchange rate appreciation (from 1990 to 1994) was chronic. Table 11-1 shows that the nation's trade balance grew increasingly negative. Figure 11-2 shows that in the early stages of the program, capital inflows, particularly portfolio investment soared but the inflows reversed in 1994. Finally, Figure 11-3 shows that the Mexican program of exchange-rate stabilization collapsed on December 20, 1994. 

  Figure 11-1                                                          Figure 11-2
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    Figure 11-3
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