Key to Quiz III; F4360; 2:00 Class; Fall, 1999

1. A friend of yours has come to you stating that he has heard about this great type of bond that is highly risky but which offers high yields.  He wants to ask his dad about these bonds but can’t remember what they are called so he has asked you since you are a finance major.  What are these bonds called?  junk bond

2.  Another friend of yours has decided to take the Internet firm he started this summer public.  However, he has heard that it can be quite expensive to take a firm public through a cash offering.  One of the expenses he has heard about is underwriting spread.  He doesn’t know what an underwriting spread is but would like for you to tell him what it is.  What do you tell him?  difference between price at which  stock issued and price paid to firm

3.  Suppose you own 0.6% of the common stock and 0.6% of the bonds of WTO Inc. (a sinister firm aiming to control the world...you only own the stock and bonds to keep informed of the firm’s evil activities...and of course to earn a nice return for yourself).  WTO has just announced that they intend to issue significant amounts of new equity and to use the proceeds to retire half of their outstanding debt.  How would you go about assuring that the risk of your portfolio is unaffected by this action by WTO?  sell half of bonds and use proceeds to buy stock

4.  Other things being equal, if the federal government were to raise the tax rates on corporate profits, what would happen to the equilibrium amount of debt issued by the typical firm?  optimal amount of debt increases

5.  What happens to the expected tax savings per dollar of interest paid as the amount of debt that a firm has outstanding increases?  decreases

6.  What two pieces of evidence do we have on how stock prices respond to changes in a firm’s capital structure?

1)  when issue debt and repurchase shares, stock prices increase

2)  when issue stock and retire debt, stock prices fall

7.  You have just (today) bought shares in Northern Utilities and have found out that today is the ex-dividend date for the stock.  What significance does this have for you as a stockholder in the firm?  don't receive next dividend

8.  Suppose a firm in which you own stock has just announced that it intends to repurchase shares via a tender offer.  List (but do not discuss) the reasons you are worse off than if the firm had repurchased the shares using transferable put rights.  

1)  wealth redistribution

2)  oversubscription problem so may not get to sell number of shares want to sell

3)  higher total taxes paid

9.  If you decide to invest some excess funds in a utility stock since these stocks pay higher dividends, you will end up paying more personal taxes than if you had bought a low dividend stock.  Briefly discuss the reason that such high dividend stocks may not offer higher pretax returns despite the tax penalty associated with high dividends.  

tax arbitrage by tax exempt investors

10.  Give three reasons that given Modigliani and Miller’s assumptions, stockholders should be indifferent to whether or not the firm pays an additional dividend to stockholders.

1)  wealth unchanged

2)  can undo dividend by using cash to purchase shares

3)  can create own dividend by selling shares







