Quiz 2; Finance 4360; Fall 2007; 10:00 Class; Version 1
Name ________________________________

Quiz 3; Finance 4360; Fall 2007; 10:00 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. Your firm would like to evaluate a proposed new operating division.  You have forecasted cash flows for this division for the next four years and have estimated that the cost of capital is 11%.  You would like to estimate a continuation value.  You have made the following forecasts for the last year of your four-year forecasting horizon (in millions of dollars).  You have forecast that revenues, operating income, net income, and future free cash flows after year 4 will grow at 3% per year, forever.  Estimate the continuation value (in millions of dollars) in year 4.


Year 4
Revenues
2400

Operating income
200

Net income
100

Free cash flow
220

Book value of equity 
800
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g. 800
2. Assume that the return on Dell Inc. over the most recent four quarters were as follows:  -3%, +23%, -7%, +10%.  Given that Dell did not pay any dividends, what is the return on Dell for the year?
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e. Dell did not earn a return since it did not pay dividends
f. not enough information to determine the return on Dell for the year.

3. In finance, break-even analysis can be used to determine:
a. how net present value varies with the cost of capital
b. how net present value varies with sales
c. the cost of capital that will cause net present value to equal zero
d. the level of sales that will cause net present value to equal zero
e. only two of the above are correct
f. answers a through d are all correct
4. 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. 96.62 + 92.45 + 87.63x11
c. 100 + 100 + 100x10
d. 96.62 + 92.45 + 87.63x10
e. insufficient information to determine the price today
f. none of the above
5. Assume that two bonds mature ten years from today for $1000 and that both have a 10% annual coupon rate but pay semiannual coupons.  Assume also that one bond was issued by the U.S. Treasury while the other bond was issued by General Motors (GM).  Which of the following statements would you expect to be true?

a. the GM bond will offer a higher yield to maturity since investors demand a risk premium
b. the expected return will exceed the yield to maturity on the GM bond because there is a chance that GM will default
c. the yield to maturity will exceed the expected return on the GM bond because there is a chance that GM will default
d. the GM bond will offer a lower yield to maturity since there is a chance of default by GM
e. both “a” and “c” should be true
f. both “a” and “b” should be true

g. two of the answers “a” through “d” are correct, but neither “e” nor “f” are correct
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