Quiz 5; Finance 4360; Fall 2007; 9:00 Class; Version 1
Name __________________________




Version 1

Instructions:

1)  Make sure the person who is sitting next to you has a different version of the quiz than you do.

2)  Do not separate this page from the following pages.

3) Write your name on this answer sheet and on the quiz.

4) Write the best answer (a, b, c, d, e, f, or g) to each question in the space provided below.  This first page is what I will grade.

Answers:

1. _____

2. _____

3. _____

4. _____

5. _____
1.  In general, a firm’s managers know more about the value of a firm than outside investors. How is this asymmetric information related to a firm’s capital structure decisions?

a. Investors will view a firm’s decision to issue debt as a signal of management’s confidence in the firm.

b. Managers will prefer to fund investments with retained earnings or debt rather than stock when the firm’s equity is underpriced.

c. Firms tend to issue equity when information asymmetries are minimized, such as immediately after earnings announcements.

d. Stock prices decline when a firm announces an equity issue.

e. All of the above.

2. Which of the following is not an indirect cost of financial distress?

a. Loss of value as forced to sell assets quickly to raise cash.

b. Loss of suppliers because they fear they will not be paid.

c. Difficulty collecting receivables.

d. Loss of best employees.

e. Cost to hire lawyers during the bankruptcy process.

f. Loss of customers because of chance of bankruptcy.

g. All of the above are indirect costs.

3. Markum Enterprises is considering permanently adding $100 million of debt to its capital structure. Markum’s corporate tax rate is 35%. If investors pay a tax rate of 40% on interest income, and a tax rate of 20% on income from dividends and capital gains, what is the value of the interest tax shield from the new debt assuming that Markum believes there is no chance that the firm will default on the debt?
a. 
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e. Cannot be calculated unless know the current value of Markum’s stock

4. Kurz Manufacturing is currently an all-equity firm with 20 million shares outstanding and a stock price of $7.50 per share. Although investors currently expect Kurz to remain an all-equity firm, Kurz plans to announce that it will borrow $50 million and use the funds to repurchase shares. Kurz will pay interest only on this debt, and it has no further plans to increase or decrease the amount of debt. Kurz is subject to a 40% corporate tax rate. What is Kurz’s share price just before the share repurchase (but after the debt issue)?
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b. 8.50

c.  
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d.  7.50

e.  
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5. Zelnor Inc. is an all-equity firm with 100 million shares outstanding currently trading for $8.50 per share. Suppose Zelnor decides to grant a total of 10 million new shares to employees as part of a new compensation plan. The firm argues that this new compensation plan will motivate employees and is a better strategy than giving salary bonuses because it will not cost the firm anything. If the new compensation plan has no effect on the value of Zelnor’s assets, what will the share price of the stock be once this plan is implemented?
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