Quiz 3; Finance 4360; Fall 2007; 9:00 Class
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. Given the following information for zero-coupon bonds maturing one, two, and three years from today, what does the Law of One Price tell us must be the price today of a bond that pays an annual coupon of $100 per year and that matures three years from today for $1000?
Maturity of Zero-coupon bond
Face Value
Cost

1-year
$100
$96.62


2-years
$100
92.45


3-years
$100
87.63

a. 100 + 100 + 100x11
b. 100 + 100 + 100x10
c. 96.62 + 92.45 + 87.63x11
d. 96.62 + 92.45 + 87.63x10
e. insufficient information to determine the price today
f. none of the above

2. Several years ago, HomeNet purchased a warehouse for $2,000,000 that is currently sitting empty.  HomeNet estimates that the warehouse could be sold today for $1,500,000.  Alternatively, HomeNet is considering building a new manufacturing facility next to the warehouse and would use the warehouse to store product until it is shipped.  HomeNet’s marginal tax rate is 35%.  How should HomeNet factor the empty warehouse into its decision of whether or not to build the manufacturing facility?
a. The decision to build the manufacturing facility is independent of the decision of what to do with the warehouse.  As a result, the warehouse has no impact on the decision about whether to build the manufacturing facility.
b. – 1,500,000
c. +1,500,000
d. –(1,500,000 – (1,500,000 – 2,000,000)(.35))
e. +(1,500,000 – (1,500,000 – 2,000,000)(.35))
f. – 1,500,000(1-.35)

g. +1,500,000(1-.35)
3. Which of the following statements correctly describes how bond prices change?
a. bond prices and interest rates move in opposite directions.
b. bond values drop when coupon payments are made.
c. as time passes, bond values approach par value as long as the yield to maturity doesn’t change.
d. as time passes, bond values rise as cash flows get closer as long as the yield to maturity doesn’t change.
e. bond prices with shorter maturities and/or higher coupon rates are more sensitive to changes in interest rates.
f. “a” through “e” are all correct.

g. all but one of “a” through “e” are correct.
4. Pisa Pizza, a seller of frozen pizza, is considering introducing a healthier version of its pizza that will be low in cholesterol and contain no trans fats.  The firm expects that sales of the new pizza will be $50 million per year.  While many of these new sales will be to new customers, Pisa Pizza estimates that 30% will come from customers who switch to the new, healthier pizza instead of buying the original version.  Suppose that 60% of the customers who will switch from Pisa Pizza’s original pizza to its healthier pizza will switch to another brand if Pisa Pizza does not introduce a healthier pizza.  What level of incremental sales is associated with introducing the new pizza in this case?
a. 50(1-c)
b. 50 – 50(.3)
c. 50(.3)(.6)
d. 50 – 50(.3)(.6)
e. 50 – 50(.6)
f. 50
5. Why doesn’t the risk premium of a stock depend on its diversifiable risk?
a. diversifiable risk generally has no relationship to a stock’s volatility
b. investors generally are not risk averse and thus do not demand risk premiums on diversifiable risk
c. stock prices do not generally react to firm-specific news
d. diversifiable risk averages out (is diversified away) in a portfolio
e. diversifiable risk stems from news related to the entire economy
f. two of the above are related to why the risk premium of a stock does not depend on its diversifiable risk
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