Key to Quiz V; F4360; 2:00 Class; Fall, 1998

1. List two rights that stockholders have.  2 of:  residual claim on income and assets, right to control firm, preemptive right

2.  What is a debenture?  Unsecured bonds

3.  What is a basic service provided by investment bankers?  1 of:  advice, underwriting, distribution

4.  What is a rights offering? New shares are issued to existing stockholders

5.  Assume that a firm in which you own stock has just announced that it intends to issue new stock so as to increase the number of outstanding shares by 20% and use the proceeds to retire a significant amount of its outstanding debt.  If you do nothing, what should happen to the expected return on your stock?  drop

6.  Assume that capital markets are perfect, how can you create an unlevered position in a firm that has both stocks and bonds outstanding?  Buy some percentage of both the outstanding stock and bonds

7.  Suppose that due to the current budget surplus, Congress decides to cut the tax rates on personal income but does not change corporate tax rates.  According to Miller, how will this change affect the optimal capital structure of the typical firm?  Increase optimal amount of debt

Use the following information to answer questions 8 and 9.  Suppose that Bold Corp. is planning to dramatically increase its leverage by issuing a large amount of new debt and using the proceeds to repurchase 50% of its outstanding stock.  

8.  What is one cost that may be imposed on the firm by the purchasers of these bonds (be specific)?  1 of:  opportunity costs associated with covenants, cost of monitoring, opportunity cost associated with convertible debt, higher interest rates

9.  What is one conflict between stockholders and managers that may be reduced through this issuance of bonds?  1 of:  takes discretionary cash out of management’s hands (used for debt service), allows for concentration of ownership in management’s hands, keeps management’s feet to the fire

10.  What is one piece of evidence that stockholder-bondholder conflicts do in fact play a role in optimal capital structure decisions?  Most indentures include restrictive covenants and provisions for monitoring

