Key to Quiz III; Finance 5360;  Summer, 1998

1.  What does market efficiency imply about prices? fully reflect all available information

2.  What incentive problem exists in published studies about market efficiency?  If find inefficiency, researcher has incentive to use results rather than publish them.  As a result, only studies that find efficiency get published.
3.  How would you identify a value stock?  High mkt/book, low P/E, high dividend yield

4.  Briefly explain the efficient market paradox.  If markets are efficient, then no one will have an incentive to collect and analyze the information needed to keep markets efficient.

5.  What are two problems with using a project’s payback period to determine whether to undertake the project?  two of:  ignores cash flows after payback, ignores timing of cash flows during payback, arbitrary criteria, ignores risk

6.  What is a sunk cost? A cost that has been incurred or committed

7.  What do we call the contract between a firm and its bondholders? indenture

8.  Suppose a firm in which you own stock has just announced that it intends to issue additional stock and then use the proceeds to retire its debt.  What can you do as an investor to offset this action by the firm so that your risk is unchanged by the firm’s actions?  borrow and buy additional shares

9.  What evidence do we have that stockholder-bondholder conflict does in fact play a role in determining the firm’s optimal capital structure? Most indentures include restrictive covenants and provisions for monitoring.

10.  According to Miller’s analysis, which investors will own stock (rather than bonds)? Those with a tax rate that exceeds the corporate tax rate

