Quiz III; F4360; 11:00 Class; Spring, 1999



Name ______________________________

1.   Suppose you purchase a bond for $1000 (its par value) with a yield to maturity of 10%.  Give one condition (be specific) under which your overall return on your investment would be more than 10%.

2.  Suppose that Market Mania Inc. has 3 bond issues outstanding:  a mortgage bond, a debenture, and a subordinate debenture.  Given what you have learned in this course, which will likely offer the lowest yield to maturity?

3.  Salmon Brothers is planning to help Nothing.com with its initial public offering of common stock.  List two of the traditional methods (given in the review sheet) for informing potential investors about the issue.

4.  A firm faces many costs when it plans to issue common stock.  What do we call the cost that stems from the investment banker issuing the new shares below their true value?

5.  Modigliani and Miller showed (under a set of pretty restrictive assumptions) that when a company issues debt, the firm’s stock becomes riskier.  They also showed that stockholders will be indifferent to this increased risk.  What was the basic rationale for this indifference by stockholders?

6.  According to Modigliani and Miller’s analysis of the impact of corporate taxes, what should happen to the value of any firm which increases the amount of debt in it’s capital structure (consider only the impact of the corporate tax code in your answer).

7.  Assume that Star Wars Frenzy Inc. expects to generate a perpetual cash flow of $200 per year forever.  Assume also that the firm is currently funded entirely with equity.  However, the firm is considering issuing bonds that pay $100 interest per year forever and using the proceeds to repurchase some of outstanding shares.  Assume also that the corporate tax rate is 35%, that the equity income is untaxed, and that the bondholders who would buy the bonds have a tax rate of 28%.  Assume also that all investors demand a 10% after-tax return.  How much of a gain do stockholders realize if the bonds are issued?

8.  Would an electric utility or a software firm tend to have higher indirect financial distress costs?  (Assume that the two firms have the same expected cash flow, variance of cash flows, and interest expense).

9.  According to the pecking order theory, what is the preferred source of funding for firms?

10.  According to studies of actual firms, do highly profitable firms typically use more debt, less debt, or about the same amount of debt as less profitable firms?







