Key to Quiz III; Finance 4360; Fall, 2000; 1:00 class


Provide a short answer to each of the following:

1.  List but do not discuss two rights of common stockholders.

Two of:  Residual claim to income and assets, control, preemptive right

2.  What is the basic difference between a rights offering and a cash offering?

Cash goes to general public, rights offering goes to existing stockholders.

3.  After you explain all of the different capital structure theories to your boss, your boss looks at you in dismay and says “I am really confused….just tell me how we should go about deciding how much debt our firm should use in its capital structure.”  What are two of the three keys we discussed for deciding on a capital structure?

Two of:  more debt if high stable profits since able to use tax shield, less debt if few physical assets that can be sold with little loss of value, don’t deviate too far from industry averages.

4.  Assume that Bush is ultimately sworn in as president and that he somehow gets the House and Senate to agree to a cut in the tax rates on personal income.  According to Miller’s analysis, what will be the impact of this change on the optimal capital structure for the typical firm?

Increase.

5.  Your boss has stated that he doesn’t want the firm to issue debt because he is concerned that such debt might drive the firm into bankruptcy.  BRIEFLY discuss how much of an impact bankruptcy costs should have on your firm’s capital structure decision.

Little since only 1-3% of firm value (impact even smaller since must take PV of expected costs)

6.  Suppose a firm in which you own stock has recently decided to issue stock and use the proceeds to retire a significant portion of the firm’s debt.  If you do nothing, what will happen to the risk and expected return on your investment in the firm?

Both will fall.

7.  How do actual stock prices react on average to dividend announcements?

Rise when increase announced and fall when decrease announced.

8.  How would you expect the reaction of bond prices to differ from the reaction of stock prices to the dividend announcements in #7 above?

Opposite…fall when increase and rise when decrease.

9.  How do personal taxes affect the optimal amount of dividends paid by the typical firm?

Reduce it.

10.  List two advantages of using transferable put rights rather than a tender offer to repurchase shares.  

Two of:  no wealth redistribution, no oversubscription problem, additional tax advantage

