Final Exam; F4360; Summer, 2001




Name ______________________________

Short answer questions/problems

1.  Which of the following dates associated with dividend payment comes first:  date of record, declaration date, ex-dividend date, payment date?

2.  List the ways in which the repurchase of shares using transferable put rights differs from the repurchase of shares with a tender offer from the firm’s (not the stockholder’s) perspective.

3.  If markets are perfect, list the reasons that stockholders should be indifferent to a firm’s dividend policy.

4.  What basic issue drives the Tax Arbitrage Theory regarding dividends?

5.  According to empirical evidence, what typically happens to a stock price on the ex-dividend date?

Problems/Essays

1.  X-Box Inc. has no excess cash after taking all of its positive NPV projects.  Despite this fact, X-Box recently announced that it would begin making quarterly dividend payments.  At the announcement, X-Box’s stock price rose.  What would explain this reaction to X-Box’s dividend announcement?

2.  Clarity Inc. is considering a project which would require an initial investment of $150,000.  The project would produce its first annual net cash inflow of $18,000 two years from today.  After this initial cash flow, net cash flows would be expected to grow by 2% per year through 15 years from today.  If the sales associated with the new project exceed expectations, then the project can easily be expanded.  Similarly, if sales are less than expected the project can be abandoned.  The potential expansion has a value of $12,000 when valued as a call and $1000 when valued as a put while the possibility of abandoning the project as a value of $16,000 when valued as a call but a value of $3000 when valued as a put.  Clarity estimates that the beta of the project is 1.2 and that the standard deviation of returns on the project will be 43%.  The return on T-bills is 3.2% and the expected return on the S&P 500 equals 10.5%.  How will undertaking this project affect the value of Clarity?

3.
a.  Based on what we know about option theory, explain why an increase in the variance of returns on the firm leads to an increase in stock value and a decrease in bond value.

b.  Explain the intuition behind this result.

4.  How do EVA and accounting net income differ in how they treat expenditures made by the firm?

5.  Assume that while Bush was able to cut personal taxes, the new Democratic Senate forces Bush to raise corporate tax rates in order to protect Social Security and Medicare.  Show graphically and explain how this change will affect the optimal total debt issued by all firms and how this will affect the optimal capital structure for a firm with high, stable profits and a firm with low, volatile profits.  (Note:  consider only taxes in your discussion).

