Key to Quiz III; Finance 4360;  Summer, 1998

1.  What are bonds called that have a coupon that is tied to some base rate like the T-bill rate?  Floating rate bonds

2.  What is a preemptive right? right to buy new shares of common in proportion to current ownership

3.  What are two basic services offered by an investment banker?  two of:  advice, underwriting, distribution

4.  What is the underwriting spread? difference between sales price & price paid to firm by investment banker

5.  Suppose a firm has just announced that it intends to issue additional bonds and use the proceeds to repurchase shares.  According to Modigliani and Miller’s analysis, what can you do to undo this increase in leverage so that you get back to your original risk and return levels?  sell shares and buy bonds of firm

6.  If Congress were to eliminate personal taxes, but keep the current corporate tax code, how would the optimal capital of the typical firm be affected?  Note:  in answering this question assume that the pecking order theory is invalid.  Increase debt

7.  According to Miller’s analysis, what type of investors will hold bonds?  Investors with a personal tax rate that exceeds the corporate tax rate, that equals the corporate tax rate, or that is less than the corporate tax rate? less

8.  What percentage of the value of a firm’s assets are estimated to be lost if the firm goes bankrupt? 1-3%

9.  According to the pecking order theory, what type of financing is optimal for firms to use first?  internal funds

10.  A number of studies have attempted to determine which if any of the capital structure theories is correct.  What evidence do we have that is consistent with the pecking order theory? more profitable firms use less debt

