Final Exam; F4360; 12:00 Class; Spring, 1999


Name ______________________________

1.  Three years ago, Amazon-Borders.com Corp. implemented an EVA bonus plan for all of its employees.  Since that time, Amazon’s EVA and its stock price have increased dramatically.  How might you use ratio analysis to determine the source of improvement in Amazon’s EVA?

2.  Barnes & Noble is an established firm that is growing slowly and generates more cash flow from its operations than are needed for new capital spending.  Amazon-Borders.com is a rapidly expanding firm that does not generate enough cash from operations to cover its new capital spending.  Neither firm has ever paid a dividend to stockholders and both firms have recently implemented an EVA bonus system.  How would you expect the implementation of the EVA bonus system to affect the two firm’s dividend policy?  Why?

Use the following information to answer questions 3 through 5

Amazon-Borders.com Corp. is considering building a distribution facility in Waco.  The construction costs associated with this facility would equal $2 million today and $3 million two months from today.  The first net cash flow from this facility would equal $200,000 million three months from today.  The facility would continue to generate monthly cash flows of $125,000 through 5 years from today.  Amazon estimates that the standard deviation of returns on Amazon as a whole is 18%, on the new facility is 34%, and on the stock market is 24%.  Amazon estimates that the correlation between the facility and Amazon is 0.73, between Amazon and the market is 0.72, and between the facility and the market is 0.62.  At any time during the 2 years, the new facility could be sold for $2.4 million.  The return on a 1-month T-bill is 4.51% per year compounded continuously, on a 2-year Treasury strip is 5.13% per year compounded continuously, and on a 5-year Treasury strip is 5.34%.  The expected return on the market is 12.85%.

3.  What rate should Amazon use in deciding whether or not to build the facility?

4.  Ignoring the possibility of selling the facility, what impact will the project have on the value of the firm if it is undertaken?

5.  What impact does the possibility of selling the facility have on the value of the facility to Amazon?

6.  Assume that Shop.com has begun to realize high, stable profits for the first time its history.  The CFO of Shop.com has asked you to examine whether Shop.com should change its capital structure given the change in the profitability of the firm.  What should you recommend and why?

7.  Shop.com has recently implemented and EVA incentive system to better align the interests of management and stockholders.  As management attempts to raise EVA, stockholders should benefit.  Which of the actions taken by management will also benefit bondholders and which will likely hurt bondholders?  Justify your answer.

8.  Jerald Henderson has started two companies in the past:  a on-line computer distributor and a search engine on the web.  At the present, all of his wealth is tied up in the stock of these two firms and in T-bills.  Using graphs, demonstrate and discuss how the Jerald is better off (than he is now) from a risk/return perspective if he starts a third company (which manufactures computer furniture) and limits his portfolio to these three stocks and T-bills.







