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1.  Suppose you wished to build a case for efficient markets.  What evidence would you cite?





2.  Top management of Eastern Utilities are compensated through a monthly paycheck and a monthly contribution to their 401k retirement plan.  Eastern’s contributions to the 401k may be invested in any of the mutual funds managed by Vanguard Mutual Funds.


a.  Why types of conflicts might this compensation plan lead to between Eastern’s stockholders and managers?


b.  How might the compensation plan be revised to help resolve the conflicts in part a?


c.  How would the answer in part b help resolve the problems in part a?





3.  Why does net present value lead to better investment decisions than internal rate of return?





4.  Paternity Extortion (PE) Inc. has recently undertaken a project that is expected to generate annual cash flows of $1.5 million for 20 years.  The required return on this project is 9.4% per year.  When considering whether or not to undertake this project, PE took into consideration the fact that if project cash flows were less than expected the project could be shut down and the assets associated with the project sold for $10 million any time during the next 3 years.  While analyzing the project, PE estimated that the standard deviation of returns on the project is 26% and that the return on a 3-year Treasury strip is 5.8% and on a 20-year Treasury strip is 6.2%.  How did this ability to sell of the projects assets if the project’s cash flows were less than expected affect the value of the project to PE?





5.  During Christmas break your little sister finds your notes to this class and states that the liquidity preference theory can’t possibly be correct because sometimes the yield curve is downward sloping (your little sister aspires to be a financial analyst).  How do you respond to your sister?





6.  Gilmore Inc.  has recently announced that it plans to increase its dividend per share.  At the announcement, Gilmore’s stock rose.  Given our discussion of dividends, explain the market’s reaction to this announcement.





7.  Christmas Rush Inc. has recently announced that it plans to issue additional debt and use the proceeds to repurchase stock.  At the announcement Christmas Rush’s stock price fell.  Given our capital structure discussion, explain the market’s reaction to this announcement.





8.  HEB has recently completed and opened a new store at Wooded Acres and Bosque Boulevard at a cost of $12 million.  Net incremental cash flows are expected to be $100,000 during the first month and are expected to grow by 0.33% per month through 15 years from today then are expected to decline by 0.6% per month through the planned closing of the store 20 years from today.  The beta for HEB grocery stores is 0.6 and the market risk premium is 8%.  The return on a short-term Treasury is 5.5%.  Was the decision to build the store a correct one?  (Assume that the $12 million is payable today and that the first net cash inflow is not realized until one month from today).











