Quiz 1; Finance 4360; Fall 2007; 10:00 Class; Version 1


Name __________________________________

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, or f) to each question in the space provided below.  This first page is what I will grade.

Answers:

1. _____

2. _____

3. _____

4. _____

5. _____


Name __________________________________

1. Which of the following is closest to the definition of the “Law of One Price”?

a. if only one project can be undertaken, the one with the highest net present value should be accepted

b. there is only one price for each security that provides the appropriate risk premium for the security

c. equivalent securities trading at the same time in different competitive markets must trade for the same price in both markets
d. a market in which goods can be bought and sold at the same price

e. there is one risk-free interest rate that balances the supply of saving and the demand for borrowing

f. none of the above are related to the “Law of One Price”
2.  Which of the following is true if securities trade at no-arbitrage prices?
a. investment decisions can be made independently of how the firm finances the project

b. all risk-free investments should offer investors the same return

c. the net present value of trading securities is zero

d. the price of a security equals the present value of the security’s cash flows

e. three of the statements are correct but one is incorrect

f. all of the statements (a-d) are correct

3.  Which of the following does not apply to a sole proprietorship?

a. straightforward to set up

b. double taxation

c. owned and run by one person

d. unlimited personal liability

e. life of business is limited to life of owner

f. more than one of the above does not apply to a sole proprietorship

4.  Assume that markets are normal (no arbitrage is possible).  Given the following information what can we conclude about how the risk premium on asset B compares to the risk premium on Asset C?



Cash Flow in One Year

Security
Market Price Today
Good Economy
Weak Economy
A
952.38
1000
1000
B
178.05
0
500
C
?
1000
1500
a. the risk premium will be higher on B than on C

b. the risk premium will be higher on C than on B

c. no securities earn a risk premium in a normal market

d. the risk premium on B and C will be the same

e. there is not enough information to answer

f. none of the above are correct statements
5.  Which of the following best reflects the cash a firm has earned from its operations?
a. net income (NI)

b. pretax income

c. earnings before interest and taxes (EBIT)

d. earnings before interest, taxes, depreciation, and amortization (EBITDA)

e. operating income

f. gross profit
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