Final Exam; F5360; Summer, 1997





Note:  Questions have equal weight





1.  Construction costs for a new factory that PRI Losses Inc. is considering building is $650,000 per month for 6 months beginning one month from today.  Net, after-tax cash flows are expected to be $25,000 six months from today and are expected to grow by 0.5% per month.  Monthly cash inflow will continue for a total of 360 months (including the first one).  Te beta of the project is estimated to be 1.1 and the beta of PRI is estimated to be 1.3.  The rate on T-bills is 5.3% and the market risk premium is expected to be 7.2%.  Should PRI proceed?





2.  Congress has just passed a law that requires all lawyers to provide free legal advice to anyone (or firm) in bankruptcy.  It has also voted to provide federal funding to pay for bankruptcy court costs.  The CEO of your firm has stated that since bankruptcy costs have been eliminated by these actions he intends to recommend that the firm dramatically increase its leverage (by issuing debt and repurchasing stock) in order to take advantage of the tax shield such leverage would offer.  How would you respond when he asks your opinion of his proposal?





3.  The CEO of the firm you work for has just come in to your office and stated that a major stockholder has called him and asked if the firm would cut its dividend and begin to repurchase shares instead using transferable put rights.  How would you respond to each of the following questions from your boss?


a.  Why would this stockholder prefer that the firm repurchase shares rather than pay dividends?


b.  What are transferable put rights?


c.  What advantage does a transferable put right provide over the firm’s usual tender offers?





4.  The CEO has just told you that another major stockholder has suggested that mangement compensation be tied to something like EVA.  How would you respond to each of the following questions from your boss?


a.  What is EVA and what does it measure?


b.  What advantages does an EVA compensation system have over the firm’s current system of salary plus bonuses based on earnings per share?





5.  Your uncle is interested to learn that you have studied options in your corporat finance class.  He states that options are very fascinating and that he trades them frequently, but he doesn’t understand what they have to do with corporate finance.  What do you tell him about how options can be used in corporate finance?





6.  Suppose that in saving for your retirement, three mutual funds are available for you to invest in as follows:





Asset	Expected return	Standard deviation


A	15%	9%


B	25%	35%


C	19%	20%





In addition to these three mutual funds, you may also borrow or lend at the risk-free rate of 5.5% per year.  If you are significantly more willing to take on risk than the average investor, sketch and discuss your optimal investment portfolio (including your borrowing or lending).





