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1.  Suppose you wish to purchase four puts on VTEL stock that expires 6 months from today with an exercise price of $4.50 per share.  VTEL stock is currently selling for $5.25 per share and you expect it to be selling for $3 per share 6 months form today and $2.50 per share 9 months from today.  You estimate that the standard deviation of returns on VTEL stock is 62%.  The return on Treasury strips (with continuous compounding) are as follows:  3-months = 5.36%, 6-months = 5.45%, 9-months = 5.49%.  What is the most you should be willing to pay for these puts?





2.  Assume that VTEL decides to implement an EVA type bonus system throughout the firm.  Assume also that VTEL has set a target EVA of $10 million for the fiscal year ended in 1999.  The target bonus for VTEL’s CEO in the 1999 is $125,000 with an EVA leverage factor of $8 million.  VTEL will use a bonus bank and the CEO will start with a bonus bank balance of $250,000.  Thirty percent of the beginning balance in the bonus bank will be paid out each year.  Forty percent of the current year’s bonus will be paid out each year with the remaining sixty percent being deposited into the bonus bank.  If VTEL’s actual EVA in fiscal year 1999 is -$1.5 million, what will be the actual EVA bonus payment made to VTEL’s CEO for 1999?





3.  Assume you believe that markets are basically efficient with the exception of the growth stock vs. value stocks.


a.  What is the growth stock vs. value stock violation of market efficiency?


b.  How would you construct a portfolio to take advantage of this violation of efficiency?


c.  What is the basic reason for this inefficiency?





4.  Assume that during a discussion with VTEL’s CFO, Rodney Bond, he states that VTEL bases all of its investment decisions on the project’s payback. What types of errors might VTEL have been making due to their basing their analysis of expansion opportunities on payback period?  What are the sources of these errors?





5.  Assume that VTEL is considering whether or not to build a new manufacturing and distribution center in Europe.  A month ago, VTEL spent $250,000 finding a suitable plant site.  The land on which the new facility could be built would cost $3.5 million (payable today if VTEL decides to proceed) and construction costs would be $9 million per month for 8 months (beginning today).  Cash inflows would begin 8 months from today and are estimated to be $250,000 per month in the first month and would be expected to grow by 1% per month through 4 years from today.  After that growth would stop and cash flows would remain stable through 15 years from today.  Should VTEL proceed if the required return on this facility is 18% per year?





6.  As VTEL’s growth eventually slows and its cash flows become more stable, what does our study of capital structure suggest should happen to VTEL’s optimal use of debt in its capital structure.  Justify your answer.





7.  Because of its rapid growth, VTEL currently pays no dividend.  Under what conditions should VTEL begin to consider paying a dividend.  Justify your answer.





8. Suppose that VTEL is thinking of building a third manufacturing facility in Asia.  In attempting to assess the required return on the Asian facility, VTEL has made the following estimates:





Asian Economic Growth	Probability	Return on Facility	Return on market


Outstanding	.35	45%	32%


Good	.40	18%	12%


Lousy	.25	-8%	-2%





If the return on T-bills is 4.77%, what is the required return on the Asian facility?


