Exam III; F4360; Spring, 2001; 1:00 Class



Name ______________________________

Note:  Write all answers in the Bluebook.

Short answer questions/problems

1.  Assume that each of the projects being considered by your firm have a unique internal rate of return.  List two reasons that project with the highest internal rate of return might not increase the value of the firm the most?

2.  Rangers Inc. is considering building a new memorabilia store.  The new store expects to generate sales of $120,000 in the first month of operation.  Seventy five percent of these sales will be on a cash basis and twenty-five percent will be on credit.  The credit purchases would not be collected until a month after the sale.  Accountants will recognize the entire revenue in the first month.  When (and how much) should these revenues be counted as a cash inflow for use in the capital budgeting process? Note:  Use a “+” to indicate an inflow and a “-“ to indicate an outflow.

3.  Who is able to buy new shares being issued by a firm if the shares are being issued via a rights offering?

4.  Padres Inc. has recently issued junk bonds to help raise funds for an expansion.  What is a junk bond?

5.  What is a Monte Carlo Simulation as used in the capital budgeting process?

6.  Sketch a decision tree for Giants Inc. based on the following information:  Giants is considering building a new retail store today.  Sales from the new store would begin a year from today.  Giants estimates that there is a 50% chance that sales will be outstanding, a 30% chance that sales will be average, and a 20% chance that sales will be poor.  If sales are outstanding, Giants would have to decide whether to expand its store.

7.  Suppose a firm uses its weighted average cost of capital as a discount rate for all new project.  If the firm undertakes a project which is more risky than the firm’s existing assets, what type of capital budgeting error might the firm make?

8.  Assume that capital markets are perfect and that Firm A intends to issue debt and use the proceeds to repurchase shares of common stock.  What has happened to the risk of Firm A’s stock as a result of this change in capital structure?

9.  What is bankruptcy?

10.  According to studies of how stock prices react to announcements by firms, how do stock prices react (on average) to changes in capital structure?

Problems/Essays

1.  Pirates Inc. is considering undertaking a project which would require an investment of $100,000.  The project is expected to produce net, after-tax cash flows of $16,000 two years from today.  Thereafter, cash flows would equal $16,000 per year and would continue through 20 years from today.  The average beta of Pirate’s outstanding securities is 0.8.  The average beta of other firms in Pirate’s industry is 0.82.  And the average beta of firms in the industry closest to the project is 1.12.  The market risk premium is expected to be 8.2%.  The current return on T-bills is 4.35% and the current return on 30-year Treasury strips is 5.39%.  The firm estimates that if the project is a failure, the assets can be sold for $40,000.  The value of this ability to abandon the project is $12,000 if valued as a call and is $9000 if valued as a put.  How would accepting this project change the value of the firm?  Should the firm undertake the project?

2.  The stockholders of Athletics Inc. have asked management to undertake a certain project.  However, the bondholders have expressed displeasure with this proposal and management is also expressing reservations.  What kind of project would create these reactions?  Explain why this is the case.

