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Questions and Problems






1

Introduction to Financial
Management and Analysis

FILL IN THE BLANKS
Refer to Chapter 1, pages 3-24 in Financial Management
and Analysis.

1. is the application of economic principles

and concepts to business decisions and problem solving. It
can be divided into three categories: ,

, and . is

the management of a firm’s cash flow to increase share-

holder wealth.

and are decisions made

concerning financial management. Financial managers
compare potential and ,

otherwise known as expected returns. The uncertainty
inherent with these returns is referred to as the
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3. The evaluation of the financial condition and operating
performance of a business firm, industry, and economy,

and future forecasting of its condition and performance is

known as . It is also used to evaluate spe-
cific and within a firm
and the overall and out-

side the firm.

4. , , and
are the three major forms of business organizations. The

provides the largest percentage of U.S.
business incomes, but the majority of businesses are
. Proprietors and partners

are liable for only business debts, whereas

partners and the owners of a(n) stand to

lose only the initial investment.

5. The are the contract between the share-

holders and corporation and authorizes the corporation to
issue stock. The of a corporation are rules

of governance. The owners of a corporation are also called
the . They elect a(n) for
representative purposes in the major business decisions.

A(n) corporation is owned by a multi-
tude of share holders while a(n) is

owned by a few shareholders. Corporations whose
shares are publicly traded must file financial statements
with the
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6. and business income are

subject to the personal income tax rate of the individual
owners, whereas a(n) pays taxes as a sep-

arate legal entity. Cash distributions to shareholders are
also taxed as personal income of the owner, leading to
what is known as

7. A hybrid form of business is a(n) and it

combines the best features of a(n) and a(n)

. These types of businesses are treated as a

partnership for purposes, while the owners

are not for firm obligations. A(n)

is a popular form of business that is com-

menced by a group of persons or entities for a specific
business activity in which the relationship only lasts the
length of the activity. It may also be structured as a(n)
or a(n) and is treated

according to how it is structured.

8. The single financial goal is to maximize the

wealth, which means to maximize the of a

share of stock for a corporation. The market value of share-
holders’ equity is the product of the price of

and the number of , which are the total
number of shares owned by shareholders. The stock price
is equal to the of all expected future cash
flows to owners. In a(n) , the price of a

stock reflects all publicly available information so the
investor is unlikely to earn profits by trad-

ing on information already known to the public. The only
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way for an investor to increase the return is to increase the

9. profit is the difference between revenues
and costs, where costs are the unambiguous costs of doing
business. profits include both explicit and
implicit costs. Maximization of profits

maximizes owners’ wealth.

10. A(n) is a person acting in the best interest

of another person or group of people. The

is the person or group being represented. Three types of
agency costs are , , and

. Interests of management and sharehold-

ers are aligned when executive compensation packages
are designed to encourage -term invest-

ment by managers in the stock of the corporation. In par-
ticular, and might be

the better forms of compensation as they require the man-
ager to be an owner in the corporation and hold stock for
a specified time.
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SHORT ANSWER QUESTIONS

Refer to Chapter 1, pages 3-24 in Financial Management
and Analysis.

1. According to market efficiency, if investors who trade on
publicly available information are unlikely to earn abnor-
mal profits, then should small investors not invest in the
stock market?

2. What are accounting profits or economic profits and
which one should an investor be more concerned with?
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3. Why might a restricted option compensation program be
more effective than a performance shares program in moti-
vating managers to maximize the wealth of the owners?

4. An article in today’s Wall Street Journal states a certain
drug company has received approval from the Federal
Food and Drug Administration to market a new medica-
tion for people with heart disease. You believe you should
call your broker and invest in the stock of this company
immediately because it will undoubtedly increase in value.
Given what you know about efficient markets, what
advice do you suspect you will receive from your broker?
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5. Annie and Alice invested $50,000 and $25,000 respec-
tively in a business enterprise. During the first year of
operation, the business had taxable income of $12,000.

a. If the business is organized as a partnership, with profits
and losses shared based on the proportion of each part-
ner’s original investment, how much of the income will
each claim on her personal tax return?

b. After the initial year of success, a weakened economy
caused the business to falter. Following four successive
years of losses, the assets of the business were $30,000
and the debts were $50,000. The two owners decided to
liquidate the business. What are the financial conse-
quences of the dissolution of the business to each owner?
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c.If the business had been a limited partnership, with
Annie being the general partner who actively ran the
business, what would the financial consequences be for
each owner?

d. If the business had been a corporation with ownership
interests based on the proportion of each woman’s initial
investment, what would the financial consequences be
for each owner?



Securities and Markets

FILL IN THE BLANKS

Refer to Chapter 2, pages 27-47 in Financial Management
and Analysis.

1. A(n) is a claim on future cash flows. A(n)
is a where securities are bought and sold.
Securities are classified into three groups:

securities, securities, and
securities. securities have a one year or less
original maturity. securities are long-term

securities issued by corporations and governments.

2. is short-term debt of a large corporation
with good credit standing. A(n) is the
U.S. government’s short-term debt. certif-
icates of deposit are issued by large and

are often transferred among investors.

3. is the ownership interest in a corporation.

are the called the residual owners of the

firm. Common stock has maturity. Cash

payments to shareholders are called

stockholders are guaranteed a fixed divi-

dend, but are not residual owners of the firm.

11
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QUESTIONS AND PROBLEMS

4. On a debt security, the refers to the bor-

rowed monetary amount. The are periodic

payments. Debt securities with less than 10 years to matu-
rity are called . bonds are

debt of state and local governments. These bonds interest
payments are exempted from taxes.

bonds are backed by the issuer’s taxing

power. bonds are backed by the proceeds

of a specific project. Bond trading is mostly done in the
market, although small orders are traded

on
. The market is where new capital is
raised, whereas the market is where a

shift in funds occurs between investors. Capital is raised
in the primary market through , which

are direct sales of the issues to investors, and through
agreements, which are when investment

bankers purchase the securities for immediate resale to
the public.

are actual physical markets in which

shares are traded. Transactions in the

market occur over computers and phone lines. The orga-
nized exchanges in the U.S. are owned.

Exchanges in other countries are often controlled by
or . There is U.S. govern-

ment regulation of the financial markets. In particular,
The Securities Act of 1933 requires that new securities be
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. The Securities and Exchange Act of 1934
established the Commission.

7. The largest exchange in the United States in terms of market

value of the shares traded is the . The other
national exchange is the . There are seven

exchanges that trade listed
securities. The largest over-the-counter market for common
stock is known as and it is a computerized
quotation system. The larger, most actively traded securities
in NASDAQ are included in the . The NAS-
DAQ system is the largest market for secu-

rities. The Dow Jones Industrial Average is computed using
stocks. The S&P 500 is an index of
companies’ stocks.

8. A(n) market is one where asset prices quickly

reflect all information that is available. form

market efficiency means current prices reflect all past prices so
investors cannot earn profits based on past

price movements. The form of market effi-

ciency indicates security prices incorporate all information
that is available to the public. Empirical evidence suggests
that U.S. security markets are form efficient.

form market efficiency implies investors will

not earn abnormal profits trading on information that is pri-
vate. Recent events suggest abnormal profits may be gained

by trading.
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SHORT ANSWER QUESTIONS

Refer to Chapter 2, pages 27-47 in Financial Management
and Analysis.

1. How do stocks differ from bonds?

2. How do common stocks differ from preferred stock?
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3. What are the similar and differing characteristics between
general obligation bonds and revenue bonds?

4. What type of investor would prefer stocks to bonds and
why? (Consider the answers for questions 1, 2, and 3.)
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5.How do exchanges and over-the-counter markets differ?



Financial Institutions and the
Cost of Money

FILL IN THE BLANKS

Refer to Chapter 3, pages 49-80 in Financial Management
and Analysis.

1. In the United States, there is a central monetary authority

known as the and it acts as the U.S.

bank. The main function of a central

bank is to implement policy which con-
trols the availability of funds.

2. The interaction between the and

for currency influences the

rates paid to funds and the amount of
earned on funds. The

for money is dictated by the availability of

opportunities. The of

money is determined by a nation’s central bank’s actions.

17
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QUESTIONS AND PROBLEMS

cash, sometimes called ,

, or , is money created

and functions beyond the scope of

banks, checks, coin, and currency overseen by the
Electronic cash is rapidly gaining in

popularity over more traditional ,

, and . It is more conve-

nient than other forms of money and results in a reduc-
tion of costs for businesses.

provide services such as financial intermedi-
aries that alter assets purchased in the mar-
ket and reformulate them into more desirable
Financial  institutions  provide

, , and
advice and manage for all types of investors.
. Corporate financing involves funds for a
bank’s customers and providing on such
matters as for obtaining funds, corporate

, divestitures, and

. Banks are and by several
and governments. An
encompassing in bank regulation in recent
years has been the Act of 1999, also
known as the Act. It allows a financial
holding company to engage in and

securities.
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7. The market makes available the
issued by corporations

and other entities seeking to funds. The
firm issuing a security is the . The inves-
tors working with issuers to these securi-

ties are called

8. activities are regulated by the

Commission. The Securities Act of 1933 governs
and requires that a(n)

statement and statements be filed with
the SEC.

9.Money is not a free . Those who
money are willing to for
it and those who money expect to be
The is the cost of
money; the the demand for money. The
the interest rate; the the

demand, the the interest rate.
10.Bonds are traded in the market, thus the

of the bond may change as the supply

and demand for money fluctuates. The

paid on the bond remains the same, but the bond’s
changes. Most bonds are issued at their

or par value, meaning that when issued,

the is frequently equal to the

rate.
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QUESTIONS AND PROBLEMS

11.The three U.S. commercial rating companies that rate an

12.Bonds can have option provisions or a(n)

issuer’s are Investors
Service, Corporation, and
Ratings. A(n) indicates a

low credit risk which further translates into a good chance
of future payments. The highest-grade bonds are those

rated . Bond issues assigned a rating in the
top four categories are -grade bonds and
issues rated below the top four categories are

-grade bonds, or -yield
bonds or bonds.

option that gives the and/or the

an option to take some action against the

other party. The most common type of option in a bond

issue 1s a(n) provision. This provision
gives the right to the debt, either in full or
only in part, before the maturity date. An issue may include
a(n) provision allowing the bondholder to
change the bond’s maturity. It allows the bondholder the
right to the issue back to the issuer at par
value on certain dates. A(n) bond gives

the right to exchange the bond for common stock.

13.Two major theories used to explain the observed shapes of

the curve are the theory
(which includes the expectations theory,
the theory, and the the-

ory) and the market theory.
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SHORT ANSWER QUESTIONS

Refer to Chapter 3, pages 49-80 in Financial Management
and Analysis.

1. Explain the function of financial intermediaries.

2. Describe the different types and purposes of the different
deposit institutions.



22 QUESTIONS AND PROBLEMS

3.How do nondeposit financial institutions manage their
financial assets?

4. What are the components of the interest rate and the fac-
tors affecting these components?
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5. What is the relationship between Treasury spot rates and
forward rates? Why are forward rates also called hedge-
able rates?

6. What is the purpose of the term structure of interest rates?






4

Introduction to Derivatives

FILL IN THE BLANKS

Refer to Chapter 4, pages 83-104 in Financial Management
and Analysis.

1. A(n) contract requires a participant to
either or something,
also known as the , at a specified future

date at a set price. The future price agreed upon is the
price. The specified date on which the

transaction occurs is the date.
2. The basic function of futures markets is

to offer prospects to against the
of price movements.

contracts are formed by and involve tra-

ditional commodities, imported food-

stuffs, and commodities. Instruments-

based futures contracts are classified as

index futures, rate futures, and
futures.

25
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QUESTIONS AND PROBLEMS

5. When investors assume market positions by

are associated with futures and provide

several functions such as that two parties

will carry out a preagreed transaction.
risk is the risk that the other party will default on their
obligation on the date. Due to the use of

a clearinghouse, worry is removed from the parties to a(n)

contract.
. In a futures contract, the investor must a(n)
dollar amount per contract that the exchange
dictates. Called the margin, it is required as
deposit for the contract. The of the futures
contract and the investor’s
changes. Recording the value of a position is
called a position to or sim-
ply to

a futures contract, the investor is in a(n)

position. On the other hand, if the investor’s opening

position is the of a futures contract, the
investor 1s in a(n) position. A futures
contract’s will  recognize  a(n)

if the futures price ; the
futures contract’s will recognize a(n)

if the futures price

6. The of the option grants the

of the option the right to purchase from
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or to the writer an asset at a specified

within a specified of

time. The option price is also called the option
The price at which the asset is

is the strike price. The date after which

an option is void is called the date.
7. Options exercised at time up to and
including  the date are a(n)
option. Options exercised only at the
date are options. An
option that can be exercised the expira-
tion date but only on dates is called a(n)
option.

8. The option price is a reflection of the option’s
value. Any amount over intrinsic value is

referred to as the premium. The intrinsic
value of an option is the value of the
option if it is immediately.
9.In a(n) the counterparties agree to
exchange payments. The
amount of the payments exchanged is based on the
amount. typically used
by companies are rate
swaps, swaps, and swaps.
A swap has the and pro-

file of a package of contracts.
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10.A(n) is an agreement whereby the
agrees to pay the when
a designated reference a predetermined
level. A(n) is an agreement whereby the
agrees to pay the when
a designated reference is than a prede-
termined level. The designated reference could be a spe-
cific rate or a(n) price.
A(n) is equivalent to a package of
options; a(n) is equiva-
lent to a package of options.
SHORT ANSWER QUESTIONS

Refer to Chapter 4, pages 83-104 in Financial Management
and Analysis.

1. What are derivatives instruments and why are they useful?
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2. How are futures liquidated?

3. What are the differences between futures contracts and
forward contracts?
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4. What are the differences between options and futures
contracts?

5. What is the interpretation of a swap?
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PROBLEMS

Refer to Chapter 4, pages 83-104 in Financial Management
and Analysis.

1. Alex and Adrienne take positions in a futures contract.
Alex is the buyer of the futures contract and Adrienne is
the seller of the futures contract. If the futures price is
$100, what are the possible outcomes for the market par-
ticipants if Asset X increases to $135? If Asset X
decreases to $50?
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2. Illustrate the characteristics of a call and a put option con-
tract given the following information: Lydia buys an
American call (put) option for $3 with the following
terms: The underlying is one unit of Asset X with an exer-
cise price of $75 and an expiration date of three months
from now.

3. Illustrate the purchase of a call option on Asset X that
expires in two months and has an exercise price of $40
and an option price of $2. What is the profit or loss for the
investor who purchases this call option and holds it until
its expiration date?
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4.1f the exercise price for a call option is $100 and the cur-
rent asset price is $110, what is the intrinsic value? What
is the intrinsic value for a put option with an exercise price
of $100 and a current asset price of $90?

5. Explain how futures are used to manage risk for a farmer
who grows corn and a canning company who buys the
corn for processing and selling in grocery stores.






Taxation

FILL IN THE BLANKS

Refer to Chapter 5, pages 107-122 in Financial Manage-
ment and Analysis.

1.In the United States, passes the tax
that comprises the . The
, a part of the Treasury Department,
these laws, the details,
and them. The does this
by and tax forms,
tax payments, the law
in its regulations, and providing in some
situations.
2. The US. originated in
with a(n) tax on corporate income but
has since become very . The financial
cannot simply assume that the tax rate
in existence will be the same in the
. The -tax

of a firm over time must take into consideration the
tax rates.

35
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3. The tax rate is the rate that

the tax and is the rate at which the next

of income would be taxed. The

tax rate is the of the tax

to the taxable income. A(n)

tax is one that levies a higher

tax rate on incomes. A
company’s or decision
is likely to affect income, and hence cash
flow, through the tax rate.

4. Corporate income distributed to as
is taxed , first as

income and then as

income, and then if the shareholder 1is another
, it could be taxed a(n)

time. To minimize the chance of or more

taxation of the same income, the tax laws permit a(n)
deduction. This is when a corporate

of may deduct a portion
of its income from its
income. The deduction
the after-tax of a corporation

in another corporation’s stock.

5. The two methods of depreciation available to business tax-

payers are a(n) method and a(n)
method. A firm can select a method of

that is based on the expected

of depreciation of its assets
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and the on reported . The
current depreciation tax laws are the result of an ongoing
trend to create more in
methods among business while at the
same time simplifying the and allowing
depreciation and asset lives.
6. According to the tax law, a(n) is specifi-
cally a(n) gain that results when an asset
is for more than was for

it.  Congress has traditionally granted special
for capital gains through

effective rates.

7. tax credit ( ) was intended
to investment spending by directly
the income tax.
can be at any time that
feels investment needs to be

stimulated. Whereas and

both taxes payable, a(n)
reduces taxable income and thus reduces

the taxes paid.

8. A(n) is an excess of business
over business gross in a tax year. The IRC
allows businesses to carry a net operating
loss to years and to carry

the loss to years to the
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taxes payable for those years. The current tax law permits
net operating losses of corporations to be carried
three years from the year of the loss and

carried for 15 years.

. Countries  typically tax resident corporations on

income, regardless of whether the

is repatriated. corpora-

tions, that is, corporations whose corporate

and place of are outside the country, are typ-
ically subject only to taxes derived from

within the country. The rates vary signifi-

cantly from country to country and some impose
tax or tax rates. These

countries are referred to as tax

SHORT ANSWER QUESTIONS

Refer to Chapter 5, pages 107-122 in Financial Manage-
ment and Analysis.

1.

In the United States there are several kinds of taxes
imposed. What are they and what is their purpose?
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2.How does dividend income affect investors? How does
dividend income affect the corporation?

3. What are the features of the modified accelerated cost
recovery system (MACRS) and how is this different from
the straight-line method?
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4. Should financial analysts be concerned with taxes? Should
financial analysts be concerned with depreciation?

PROBLEVIS

Refer to Chapter 5, pages 107-122 in Financial Manage-
ment and Analysis.

1. ABC Corporation purchased a new computer system for
$56,000 in 2000. The computer is classified as a seven-
year property. What is the depreciation allowance for
each year if:

a. Straight-line depreciation method is used?



Taxation 1

b. MACRS depreciation method is used?

3. What is the depreciation tax shield for ABC Corporation
in problem 1 if ABC uses the MACRS depreciation
method and has a corporate tax rate of 30%?
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4. DEF Incorporated had $4 million in taxable income from
operations and another $500,000 in dividend income that
qualified for an 80% dividends-received deduction. If the
firm is taxed at a flat rate of 35%, what is its tax liability?

5. GHI Company had a loss of $2 million for 2002. Calcu-
late the amount of refund of prior taxes GHI can receive
and how much loss can be carried forward, assuming the
carry back/carry over rule will be utilized. The firm had
income and paid taxes in the four years prior of:

Taxable Taxes Paid
Year Income (35% of Taxable Income)
1998 $3,000,000 $1,050,000
1999 700,000 245,000
2000 500,000 175,000

2001 250,000 87,500




Financial Statements

FILL IN THE BLANKS

Refer to Chapter 6, pages 125-144 in Financial Manage-
ment and Analysis.

1. statements are summaries of the
, , and
activities of a business. They provide useful
to both and in making
credit, investment, and other business decisions by allowing
them to a company’s future
and therefore the flows

expected to result from those

2. The accounting in state-
ments are prepared by the firm’s according
to a set of standards, referred to as or

. The sheet, or statement
of financial or statement of financial
, is a summary of the ,
, and of a business at a

particular point in time—usually the end of the firm’s
year, thus reflecting costs.

43
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3. The sheet contains —the
resources of the business enterprise, such as plant and equip-
ment that are used to generate benefits
such as cash ; —obliga-
tions of the business and commitments to
in the form of future cash ; and

, also called equity or
equity, reflecting of the

firm that is not owed to creditors.

are made up of liabili-
ties, liabilities, and
taxes. Current liabilities are obligations that must be paid
within one cycle or year,
whichever is  longer. payable,
expenses, of long-term
debt, and loans are current liabilities.
liabilities are obligations that must be
paid over a period one year. They include
) ) obli-
gations, and obligations.
is the owner’s in the com-

pany. For a corporation, ownership is represented by

stock and stock. Share-
holders’ equity is also referred to as the of
equity, as this is the value of according to

the records in the accounting books. The book value of equity

is the total of earnings,

stock, and (if applicable)
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stock and it represents the equity interest of the corporation’s

owners, stated in terms of Ccosts.

6. shareholders’ equity is the product of the
number of shares outstanding and the par
value of the ; it is shown that way on the

The of the equity
belongs to the shareholders. It consists of
three parts: stock outstanding (listed at
par or at stated value), additional capital,
and earnings.

7.A(n) statement is a(n) of
the and of a business

over a period of time, usually one month, three months, or
one vyear. This statement also is referred to as the
and statement and

shows the results of the firm’s and

decisions during that time.

8. The statement of is a summary over a
period of time of a firm’s flows from
, , and
activities. The firm’s statement of lists
separately its cash flows,
cash flows, and cash flows. A firm that
generates cash flows only by off its

(obtaining cash flows from investments)

or by more (obtaining
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cash flows from financing) cannot keep that up for very
long. For future prosperity the firm must be able to gener-
ate cash flows from its , which is the most

complex of the three.

.Cash flow from is generally obtained
. The computation of the cash flows from
and activities is straight-
forward. The cash flow from (used for)
activities includes cash flow due to in plant
assets, the of plant assets,
of other companies, and of subsidiaries. The
cash flow from (used for) activities includes
cash flows due to the or
of common or preferred , the
or of long-term
securities, and the of com-

mon and preferred

10. Additional information about can be

found in the statement of equity, which is

a breakdown of the amounts and changes in
accounts. This statement serves as a con-

necting link between the sheet and the

statement, providing the

with more detail on changes in the individual
accounts. Whereas the

sheet provides information on the of
shares outstanding at a specific point in time, the statement

of provides more detail on any changes,
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including shares issued to satisfy the of
stock and shares.
SHORT ANSWER QUESTIONS

Refer to Chapter 6, pages 125-144 in Financial Manage-
ment and Analysis.

1. What are the assumptions under which financial state-
ments are created, used, and interpreted?

2. Name and describe the two categories of assets.
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3. Define and provide examples of intangible assets.

4. Describe and list the labeling treatment shares receive on
the balance sheet.
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5. Why is it important to analyze the statement of cash
flows? What does it tell an investor?

PROBLEVIS

Refer to Chapter 6, pages 125-144 in Financial Manage-

ment and Analysis.

1. Complete the following balance sheet:

Cash $15,000

Inventory

Gross plant and equipment 50,000

Accumulated depreciation

Net plant and equipment 32,500

Total assets $75,000

Accounts payable
Notes payable
Long-term debt
Common equity

Total liabilities and equity

$34,000
3,000

12,000

$75,000
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2. Construct a statement of cash flows given the following
information:

Common stock dividends are 40% of earnings available to
common shareholders.
Earnings before taxes are $45,000.

Preferred stock dividends are $20,000.
Taxes are 30% of earnings.
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3. Construct a statement of cash flows given the following
information:

$15,000 in new long-term debt is issued.

$45,000 of common stock is repurchased.

Common stock dividends are $10,000.

Current liabilities are decreased by $30,000.

Depreciation is $60,000.

Net income is $54,000.

Plant and equipment purchased during the period is
$58,000.
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Mathematics of Finance

FILL IN THE BLANKS

Refer to Chapter 7, pages 147-187 in Financial Manage-
ment and Analysis.

1. The of money is used to equate

flows at points in time.

One dollar received in the is not as
as a dollar received

becasue it could be today and earn

. The process of calculating what one dol-
lar today will be worth in the future is called
while the reverse is

2. The amount that you are willing to today is
the loan’s value. The amount that you
to be at the end of the loan
period is the loan’s value. Therefore, the
period’s value is comprised of two parts:

Future Value = value +
The is  compensation for  the

of funds for a specific period. It consists of

93
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compensation for the of

the money is borrowed and compensation for the
that the amount will not be

exactly as set forth in the loan agreement.

. The valuation equation, FV = ,
is used to translate values into

values and to translate values into

values. It also can be algebraically

manipulated to solve for the rate and the

number of periods. This basic relation-

ship includes compounding—that is,

earnings on already earned.

. We can use mathematics to value many dif-

ferent of flows, including

, due, and

annuities. Applying the tools to these different patterns of
cash flows requires us to take care in specifying the
of the various cash flows.

containing factors, factors,
value factors, and
value factors can be used to

reduce the computations involved in financial math.

5. When faced with a(n) of
flows, we must value each flow individu-
ally, and then these individual values to
arrive at the value of the

value of the series. The work can be cut a bit shorter if these
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cash flows are and occur at

intervals of time.

6. Valuing a(n) cash flow stream is just like
valuing a(n) annuity. The
annuity cash flow analysis assumes that cash flows occur
at the of each period. However, it is fairly
common to receive cash flows at the

of the period; this is called a(n)

7. A(n) annuity has a stream of cash flows of
amounts at regular periods starting at some
time the end of the first
With a(n) annuity, the
value of the annuity is determined and then

to a(n) period.
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SHORT ANSWER QUESTIONS

Refer to Chapter 7, pages 147-187 in Financial Manage-
ment and Analysis.

1. Why is a dollar today worth less than a dollar some time
in the future?

2. How are interest rates with different compounding periods
compared? Is there a method of comparison that is pre-
ferred?
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PROBLEMS

Refer to Chapter 7, pages 147-187 in Financial Manage-
ment and Analysis.

1. Using a 7.5% compounded interest rate per period, calcu-
late the future value of a $500 investment:

a. One period into the future

b. Five periods into the future
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c. Ten periods into the future

4. Using a 7.5% compounded interest rate per period, calcu-
late the present value of a $500 investment to be received:

a. One period into the future

b. Five periods into the future
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c. Ten periods into the future

4.1f Natalie deposits $1,000 in her savings account and
earns 4.5% interest per year:

a. How much would she have after three years if she left
the money in the account to earn compound interest?

b. How much interest has she earned?
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c. If she would have withdrawn the interest each year, how
much total interest would she have earned?

4. What growth rate does Larry need to double his initial
investment over a five-year period?
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5.How long will it take Wendy’s $4,000 investment, com-
pounded at 5% annual interest, to earn an additional
$2,000?

6. Randy wants to borrow money for some home improve-
ments. He has received several different quotes. Bank A
will charge him 14.5% compounded annually, Bank B will
charge him 14% compounded monthly, and his best friend
will charge him 13.75% compounded continuously.
Which is the better deal?
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7. A credit card company advertises that it charges 2.9%
interest on unpaid balances per month. What is the APR
and EAR for this advertised rate?

8. What is the future value at the end of the third period of
the following series of end-of-period cash flows, using an
interest rate of 10% compounded per period?

Period  End-of-Period Cash Flows

0 $150
1 $300
2 $225
3 $410
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9. Suppose an investment promises to provide the following
cash flows:

Year End-of-Year Cash Flow

1 $2,500
2 $3,000
3 $5,000
4 -$2,500

If interest is compounded annually at 12%, what is the
value of this investment at the end of Year 0?

10.Suppose that you have won the Georgia Lotto worth $48
million. Further suppose that the State of Georgia will pay
you the winnings in 20 annual installments, starting imme-
diately, of $2,400,000 each. If your opportunity cost is
10%, what is the value today of these 20 installments?
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11.Faith is saving money to send her son to college. If he is
ten years old now, how much must she deposit now, at
7%, so that when he turns 18 and goes to college, he will
be able to withdraw $20,000 a year for four years to pay
for his college tuition?



Principles of Asset Valuation and
Investment Returns

FILL IN THE BLANKS

Refer to Chapter 8, pages 195-208 in Financial Manage-
ment and Analysis.

1. The manager must decide whether a par-
ticular investment is or
A(n) investment will

shareholder wealth whereas a(n) one

To decide whether an investment is

or , the manager must

determine whether the from the invest-

ment that are often expected in future periods will

the . To make the

investment decisions, the

manager also must consider the way the
investment 1s

2. The rate or rate for the
future cash flows is used to these future cash
flows into a(n) value. This

rate represents how much an investor is willing to

65
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today for the to receive
the future cash flow. Or, to put it another way, the discount
rate is the rate of the investor
on an investment, given the he or she is will-
ing to pay for its future cash flow. Whether
a(n) future cash flow, a(n)
of level cash flows, a(n) of cash flows having
different amounts, or a(n) series of cash
flows, to determine its value, knowledge of
the and of the future cash
flows, as well as the rate that reflects the

uncertainty of these cash flows are necessary.

.If investors are risk then they do not like
They will value an asset using a(n)

discount rate the more
they are about the future cash flows. and
will continue to and
until they have exhausted what they
believe are all the opportunities. When
that happens, the assets are neither or
priced. This point where buying and sell-
ing is in is referred to as a market
. The of an asset is determined by the
investor with the valuation of the asset.

As long as an asset can be traded without any

in a market, and

will determine its price. However, if
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there are frictions to trading such as a(n)

on the quantity or high transaction , trad-
ing is inhibited and the asset’s price will not reflect the
value.

5. There is a(n) relation between the

of an asset and the rate

applied to future cash flows: the this

rate, the today’s

, and the the

rate, the today’s

6.A(n) is the an investor

receives from an investment. It can be in the form of a(n)

the in the of the asset

through or , a cash

from the investment, such as a(n)

or a(n) payment, or

a cash and a change in

7. The on an investment is also referred to

as the . The most common way of report-

ing a(n) or 1s on a(n)
basis, expressed as the

annual return. Another name for this is

the rate of return ( ). The

annual return on an investment is the
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average, not the average

because it ignores any

. The rate that equates an investment’s ini-
tial with value of the
cash flows it produces is the rate of
return. The rate of return is aptly named
as we are assuming that the cash are rein-
vested at the return as the rest of the
investment, its return.

. The annual return on an investment con-
siders . If we assume the cash flows are

at a(n) return, the return

on the investment is referred to as the

rate of return ( ).
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SHORT ANSWER QUESTIONS

Refer to Chapter 8, pages 195-208 in Financial Manage-
ment and Analysis.

1. Why is there an inverse relation between the discount rate
applied to future cash flows from an investment and the
value of the investment today?

2. When given a choice among investments, on which aspects
of the investments should the investor focus in order to
make the best decision?
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3. What are the differences among the average annual return,
the arithmetic average annual return, and the geometric
average annual return? Which one is preferred and why?

PROBLEMS

Refer to Chapter 8, pages 195-208 in Financial Manage-
ment and Analysis.

1. Numerically illustrate the answer to short answer 1 from
the section above, using the following information. Sup-
pose Karen wants to make an investment today that will
have a future value of $500 one year from today. If she
has the choice of a 5% discount rate or a 6% discount
rate, which investment should she choose?
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2. A particular investment will pay $1,500 every year, for-
ever. How much is this investment worth to an investor

whose required rate of return is 10% for investments of
similar risk?

3. Calculate the average annual return for a $3,000 invest-

ment with an ending price of $5,500 four years later, with
no intermediate cash flows.
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4. Consider an investment with the following cash flows:

Year  Cash Flows

2003 $20,000
2004 $40,000
2005 $25,000
2006 $35,000

a. What is the annual return on the investment if an inves-
tor invests $100,000 at the end of 2002?

b. What is the most the investor would invest so that the
return on the investment is at least 10%?
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3. Suppose $25,000 is invested and it provides a return of
8% in the first year, 12% in the second year, and 15% in
the third year. The value of the investment is maintained
in the investment and it grows each year (i.e., the invest-
ment has no cash flows).

a. What is the investment worth at the end of the third
year?

b. What is the average annual return on this investment?






Valuation of Securities and
Options

FILL IN THE BLANKS

Refer to Chapter 9, pages 211-251 in Financial Manage-
ment and Analysis.

1. Investing in stock represents a(n)
interest in a corporation.

of common stock are a(n) security mean-

ing there is no . of com-

mon stock have the to receive a certain

portion of any , however dividends are not

Typically are either

or grow at a somewhat rate.

2. and are debt securities

obligating the borrower to pay at regu-

lar intervals, typically , and to repay the

amount borrowed, referred to as the

value. The interest payment is called

If these coupons are a(n)

75
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amount, paid at regular intervals, we

refer to the security paying them as having a(n)

coupon. A(n) -coupon
note or bond does not promise to pay interest periodi-
cally; instead it pays only at the date.
. The Model ( ) is a for-
mula that can be used to a share of
if the is either
or grows at a(n) rate.
The model states that the of a(n)
of stock is equal to the ratio of next
period’s to the between
the rate of and the
rate of . Using the DVM,
the rate of on a(n)
is a function of the stock’s
yield and its yield. Using
the same model, the rate is a function of
the payout such that the
the payout, the the growth of future divi-
dends and vice versa; the the payout, the
it has to into the firm
for the future and the the expected growth

rate in the future.

Jf are forever, the

of a share of stock is the

value of the per share per ,

in . The rate of
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( ) is the return share-
holders demand to them for the

of money tied up in their investment and
the of the cash
from these investments.

5. cost is what investors could have
on investments with
risk. This return is the

rate of , or the
rate, compensating the share owners for
the of money and . The
required rate of return is made up of the
yield plus the rate the share is expected
to , the yield. It becomes
important to consider whether or not we actually realize
the yield only when we are dealing with
because must be paid
on the gain only when it is

6. When valuing , the present
is dependent on the relation between the
rate and the . If the
rate is more than the ,

the security is worth than its
value and it sells at a(n)

. If the rate is less than

the , the security is  worth

than its maturity value and it sells at a(n)

. If the rate is equal to
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the yield, the security is at its maturity
value.

. A stock option is the to
or a particular common stock at a speci-

fied price within a specified period. These options are
created by the company that issued the

underlying ; rather, they are created by the
on which the option is to be
. The right to an asset is
a(n) option. It gives the investor the right
to a share of stock at the
price, or price, before the
date. The right to an

asset is called a(n) option.
.A(n) bond is a bond that can be converted
into common at the option of the
. This bond is therefore a combination of
a(n) bond, a bond such a
conversion feature, and an option to convert the bond to
shares of . bonds have a
call feature that allows the bond to

back the bonds from the

at a specified , the price,
during a specified period the bond’s matu-

rity date. Some bonds are both and
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SHORT ANSWER QUESTIONS

Refer to Chapter 9, pages 211-251 in Financial Manage-
ment and Analysis.

1. What is the relation between present value, maturity
value, and selling price of a bond?

2. How are common stock, preferred stock, and debt securi-
ties valued?
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3. What factors affect the time value of an option?

4. What is the Dividend Valuation Model and why is it use-
ful for valuation purposes?
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5. Compare the yield-to-maturity and yield-to-call for a
bond.

PROBLEVIS

Refer to Chapter 9, pages 211-251 in Financial Manage-
ment and Analysis.

1. A bond has a coupon rate of 10%. Interest rates are
expected to decrease due to a newly instituted economic
package. What will happen to the price of this bond? Why?
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2. A call option for 1,000 shares of XYZ Company is selling
for $1,500. The option has a strike price of $30 and
expires in one month. If a share of XYZ stock is currently
selling for $32, does the cost of this option make sense?
Why or why not?

3. ABC Corporation issues shares of preferred stock that sell
for $35.00 and pays a fixed dividend of $3.45 a share.
What is the annual return on the stock? If you require a
10% return on your investment, would you make this
investment?
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4. A share of HIJ preferred stock pays an $11.00 dividend
and is priced to yield 8%. If the stock is callable at $125 in
three years, and is currently priced at $130, should you
take this investment?

5. The stock of NOP Corporation is currently paying a divi-
dend of $2.25. The dividends are expected to grow at 2%
for the next three years, after which the dividend is
expected to remain at that level indefinitely. If investors
require a 16% return on the stock, at what price should
they sell?
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6. An issue of bonds with a $1,000 face value paying a 12%
coupon rate will mature in five years. Similar risk invest-
ments have an effective yield of 14% interest paid semian-
nually. At what price will the bonds be selling? If an
investor bought a bond for the indicated price and held it

to maturity, what would his average annual promised
yield be?

7. An issue of JR] Nibasco bonds pays a 93%% coupon and
sold for 100 at the end of the year. If the bond sold for
103%4 at the end of the year, what return would an inves-
tor have earned for the year? What is the capital yield and
the coupon yield on the bond?
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8. What is the yield to maturity of an issue of zero-coupon
bonds that mature in eight years and are selling for $637%?

9. An investor bought 1,000 shares of stock for $5 a share in
her online trading account. The transaction cost for her
was $10.99. One week later, she sold the shares for $8%s,
again incurring a $10.99 fee. The investor did not keep the
investment long enough to qualify to receive any dividends
from the company. What was her return on this invest-
ment?
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10.A $1,000 bond of Needs-A-Name Corporation pays a
10% coupon and is selling for $108. The bond pays inter-
est semiannually and is callable in four years at par plus
one year’s interest. What is its yield to call?
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Risk and Expected Return

FILL IN THE BLANKS

Refer to Chapter 10, pages 257-302 in Financial Manage-
ment And Analysis.

1. There is in almost everything financial

managers do because no one precisely

what changes will occur in such things as
laws, consumer , the , or

rates. Though the terms

and are often used to mean the same

thing, there is a distinction between them.

is the lack of what will happen in the
future. is how we characterize the
degree of : the the

, the the
2. flow risk comprises risk,
risk, and risk.

risk is the degree of

regarding the number of of a(n)
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or service the firm will be able to sell and

the of these units. risk is

the uncertainty arising from the mix of

and operating costs. risk

is the uncertainty arising from the firm’s

decisions.

. The more burdened a firm is with ,

required and payments,

the more likely it is that promised to
will not be made and that there will be

nothing left for the . We refer to the
flow risk of a(n) security

as risk or risk. Techni-

cally, risk on a(n) security

depends on the specific obligations comprising the debt.

rate risk is the uncertainty associated
with cash flows. If fall,
one cannot the pay-
ments from the and get the same
as before. Of two bonds with the same
-to-maturity and the same
rate, the bond with the maturity has
reinvestment risk as it has
cash flows to throughout its life. Like-
wise, of two bonds with the same -to-
maturity and the same to ,
the bond with the coupon rate has

reinvestment rate risk because it has
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more of its coming sooner in the form of
cash flows.

5. rate risk is the of the

change in an asset’s to changes in market

rates. interest rates

determine the used to a

future value to a(n) value, therefore the

value of any investment depends on the rate used to

its cash flows to the present.

6. power risk is the risk that the
may increase unexpectedly. For example, if
a firm funds by issuing a(n)
-term bond with a fixed
rate and the price level , the firm
from a(n) in the price level
and its is harmed because interest and the
principal are repaid in a(n) currency.

7. risk is the risk that the relative values of
the and currencies will
change in the future, changing the of the

cash flows. risk must be

considered when investments generate

flows in another

8. aversion is the and

avoidance of risk. A risk investor will
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10.

risky investments. Risk

indicates indifference towards risk. Risk

persons do not need for bearing

Risk indicates a(n)

for risk—someone who is even willing to

pay to take on risk.

is the combination of assets whose
returns do not with one another in the
direction at the time. If
the on investments move together, they
are with one another. Correlation is the
for two or more sets of data to vary
together. The on two investments are
correlated if one tends to vary in the
direction at the same time as the other,
and correlated if one tends to vary in the
direction with respect to the other. They
are if there is relation

between the changes in one to changes in the other.

that goes away as we

assets is diversifiable risk; this is also referred to as
risk or -specific risk.

that cannot be reduced by adding more

is nondiversifiable risk, also referred to as

risk or risk.
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11.

took the idea that portfolio
and are the only elements to consider and

developed a model that deals with how

are priced. This model is referred to as the

asset model ). The
specifies that the on any
is a function of the on a(n)
asset plus a(n) premium.
The on the risk-free asset s
for the time of money. The
risk is the for bearing
. Therefore CAPM says: The market port-
folio represents the most well portfolio
with the only in a portfolio comprising
all being risk, also
called risk or risk.
12.An  alternative  to in  relating
and is the
pricing ( ), which was devel-
oped by . The is a(n)
pricing model that is based on the idea
that assets in markets
should be priced . APM states that an
asset’s should the inves-
tor for the of the asset, where the

is due to a number of

influences, or factors. The APM provides

support for an asset

model where there is more than one risk
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SHORT ANSWER QUESTIONS

Refer to Chapter 10, pages 257-302 in Financial Manage-
ment and Analysis.

1. What are the degree of operating leverage, the degree of
financial leverage, and the degree of total leverage? How
do they interact?

2. What may cause default and why should financial manag-
ers be concerned with default?
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3. What two risks are closely associated with reinvestment
risk? How do these risks contribute to reinvestment risk
for the investor?

4. How does interest rate risk affect the valuation of bonds?
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5.Explain the relationships among expected return, vari-
ance, and standard deviation.

PROBLEVS

Refer to Chapter 10, pages 257-302 in Financial Manage-
ment and Analysis.

1. Home Decor Incorporated sells faux fur wallpaper for
$1,500 per roll. The rolls cost the firm $30 to produce.
The firm has fixed operating costs of $175,000 and pays
an annual interest expense on its debt of $65,000.

a. Calculate Home Decor’s degree of operating leverage at
10,000 units sold.
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b. Calculate Home Decor’s degree of financial leverage at
10,000 units sold.

c. Calculate Home Decor’s degree of total leverage at
10,000 units sold.

d. Calculate Home Decor’s break-even number of units
produced and sold.
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e. If the sales volume were increased from 10,000 units to
15,000 units, by what percentage would the cash flow to

shareholders increase?

6. Consider two investments with the following cash flows:

Economic Probability of Possible Outcome Possible Outcome
Scenario Economic Scenario for Investment 1 for Investment 2
Boom 25% $2,000 $1,500
Normal 40% $1,000 $1,000
Bust 35% $500 $857

a. Calculate the expected value of each investment.



Risk and Expected Return

97

b. Calculate the standard deviation for each investment’s

possible outcomes.

c. Which investment is riskier?

4. Suppose the expected risk-free asset is 6% and the return

on the market is 10%. Further suppose you have a portfo-

lio comprised of the following securities with equal invest-

ments in each:

Security  Security Beta
A 0.85
B 1.00
C 1.25
D 1.50




QUESTIONS AND PROBLEMS

a. What is the expected return for each security in the port-
folio?

b. What is the portfolio’s beta?

c. What is the expected return on the portfolio?
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4. Given the following investments:

Economic Probability of Possible Outcome Possible Outcome
Scenario Economic Scenario for Investment 1 for Investment 2

Boom 15% 18% 25%

Normal 30% 50% 45%

Bust 55% 40% 30%

a. Calculate the covariance between the two investments.

b. Calculate the correlation coefficient between the two

investments.
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c. What do these measures tell an investor?
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The Cost of Capital

FILL IN THE BLANKS

Refer to Chapter 11, pages 307-347 in Financial Manage-
ment and Analysis.

1. The of is the return that
must be provided for the use of an investor’s
. If the funds are , the
is related to the that must
be paid on the loan. If the funds are , the
is the that investors
expect, both from the stock’s price and
. The cost of is the same

as the rate of
2. Capital is the mix of ,
stock, and stock. It is the

goal of the financial manager to estimate the

of each in order for the firm to issue new

101
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3. The of , which is the rais-
ing of one more by issuing debt, is directly
affected by the tax ,
which provides the rate on the next dollar
of income. Because paid is
deducted from income, the
cost of debt is than the stated cost.

4. When securities and are
issued, costs must be considered. These costs
are to , ,
and investment who assist the firm in the
issue. Also called of debt, it drives

the cost of the issue.

5.The of stock is the cost
associated with raising one more of capi-
tal by shares of stock.
stock may or may not have a(n)
. If it does not have a(n) ,
then it is called stock.
6. The of stock is the cost
of raising one more dollar of equity
capital, either or

generated capital comes from

earnings whereas gen-

erated capital comes from issuing new

of stock.
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7. The Model ( ) for valuing

stock states the of a

share of is the value of

all its cash that are

at  the rate  of

on . It is based on the

assumption  that grow at a(n)
rate into the

8. The Model ( ) assumes

investors hold portfolios that are only

subject  to risk.  Investors are

for the value of

and for the they assume.

The for the value of

and the riskiness of the

is represented by the market

is represented by

9. The budget implies that in order to
shareholder wealth, in
projects must be made until the cost of
is to its marginal
. In other words, the is
the capital where the
cost of intersects the

rate of return, also known as the marginal

of capital.
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SHORT ANSWER QUESTIONS

Refer to Chapter 11, pages 307-347 in Financial Manage-
ment and Analysis.

1. Explain what is meant when it is said that the cost of cap-
ital and the required rate of return are marginal concepts.

2. How is the cost of capital determined?
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3. Under what financial conditions is it appropriate to use
the DVM? The CAPM?

PROBLEVIS

Refer to Chapter 11, pages 307-347 in Financial Manage-
ment and Analysis.

1. Tallahassee Trucking and Towing (TTT) wants to issue
additional debt. Using the yield on their current debt as a
guide for the cost of new debt, what is TTT’s after-tax
cost of debt? They currently have a 7% coupon bond pay-
ing interest semiannually that matures in five years and it
has a current market price of $90 or $900 per $1,000 face
value bond.
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2. H&H, Inc., estimates they can sell an issue of $35 par
value preferred stock that has a dividend rate of 3% to be
paid at the end of each year. What is the all-in-cost of pre-
ferred stock if they sell the issue at par value with no flota-
tion costs? With flotation costs of 1% of par value?

3. Rose Flower Company is considering issuing new stock.
The current stock price is $65 per share and the corre-
sponding current dividend of $3.12 per share and the divi-
dends are expected to grow at a rate of 5% per year. Using
the Dividend Valuation Model, what is the cost of com-
mon stock?
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4. ABC Company is considering issuing new stock and is
evaluating its cost of equity capital. If the risk-free rate of
interest is 4% and the return on the market is 11%, what
is the cost of common stock using the Capital Asset Pric-
ing Model, assuming ABC has a beta of 1.35?

5. Sutton, Inc., is evaluating its cost of capital under alterna-
tive financing arrangements. It expects to be able to issue
new debt at par with a coupon rate of 8% and to issue
new preferred stock with a $2.00 per share dividend at
$30 a share. The common stock is currently selling for $25
a share. It expects to pay a dividend of $1.50 per share
next year. Sutton expects dividends to grow at a rate of
5% per year and Sutton’s marginal tax rate is 40%. Con-
sider the two arrangements that follow to answer this
question: What is the cost of capital to Sutton, Inc., under
each financing arrangement?
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. . Percentage of New Capital Raised
Financing

Arrangement Debt  Preferred Stock Common Stock

1 30% 10% 60%
2 50% 25% 25%
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Capital Budgeting: Gash Flows

FILL IN THE BLANKS

Refer to Chapter 12, pages 355-392 in Financial Manage-
ment and Analysis.

1. The financial manager’s is to maximize
owners’ . To accomplish this, the man-
ager must evaluate opportunities and
determine which ones will add to the
firm. Firms continually funds in

and assets and these
assets produce and
flows that the firm can then either in
more assets or to the owners.

2. investment is the firm’s investment in its

through the use of ,
, , and
financing. The firm’s investment decision

may be comprised of a number of distinct
. Managers must evaluate a number of

109
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in making investment decisions, not only

to how much the firm’s
cash flows will if it invests in a project,
but also the associated with these
cash flows.
3. Cash flow comes from two sources:
risk  and risk.

risk is the degree of
related to the number of units that will be

and the of the good or service and

risk is the degree of con-
cerning cash flows that arises from the
particular of fixed and variable

costs. The combination of the two risks is

risk and is reflected in the

rate, which is the rate of required to com-

pensate the suppliers of for the amount of

risk they bear, the rate of return or, from

the firm’s perspective, the of capital.

4. Capital is the process of

and investments in lived

assets, or assets CXpGCth to pdeUCC over

more than year. Because a firm must

continually evaluate possible investments, capital

is a(n) process. However,

before a firm begins thinking about capital ,

it must first determine its corporate —its
broad set of for future investment.
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5. Projects are classified by the of the project
life, the , and the on
other projects. The or
life of an asset is an estimate of the of time
that the asset will provide to the firm. The
investment’s of return can be classified
according to the of the project represented
by the investment. The degree of on other
projects is classified as follows: projects,

projects, projects, and
projects.

6. The between the cash flows of the firm

the investment project and the cash flows of
the firm the investment project, both over
the same period of time, is the project’s cash

flows. A more useful way of evaluating the

in the value is the breakdown of the project’s cash flows into
two : cash flows and

cash flows, which are the

needed to the project’s assets and any cash
flows from of the project’s assets.

7. The form of investment is a cash

when the asset is and

there may be either a cash or a(n)

at the end of its life. In

most cases these are not the only cash flows—the invest-

ment may result in changes in ,

, , and
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capital. These are cash flows as they

result directly from the day-to-day activities of the firm.

8. The effect has on taxes is called the
Because it reduces taxable income,

depreciation reduces the tax , which

amounts to a cash . For tax purposes,

firms are permitted to use depreciation or

depreciation.  A(n)
method is preferred in most situations because it results in

deductions in the asset’s

life than using depreciation.
9. value is considered in
calculating . Instead, it is our best
today of what the will
be at the end of its life
some time in the future. value is our esti-

mate of how much we can get when we

of the asset.
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SHORT ANSWER QUESTIONS

Refer to Chapter 12, pages 355-392 in Financial Manage-
ment and Analysis.

1. List and describe the five stages of the capital budgeting
process.

2. Compare the investment decisions in short-term assets ver-
sus long-term assets.



114 QUESTIONS AND PROBLEMS

3. Explain the difference between independent, mutually
exclusive, contingent, and complementary projects.

4. What are the cash flows that comprise an investment?

PROBLEVS

Refer to Chapter 12, pages 355-392 in Financial Manage-
ment and Analysis.

1. An asset is purchased for $10,000. It is classified as five-
year property and will be depreciated using the straight-
line method. The asset has no salvage value and is
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expected to increase revenues by $15,000 a year and
expenses by $8,000 a year. If the tax rate is 30%, deter-
mine the cash flows from asset acquisition, asset disposi-
tion, and operating cash flows.

2. The Cookies-R-Us bakery is considering the purchase of
an additional cookie press for $49,000. It is classified as a
seven-year property and will be depreciated using straight-
line depreciation. The addition of the press is expected to
increase revenues by $18,000 a year and cash operating
expenses by $5,000 a year. The salvage value is $10,000 at
the end of seven years. If the tax rate is 25%, determine
the cash flows from asset acquisition, asset disposition,
and operating cash flows.
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3. A new piece of equipment will cost a firm $20,000 to pur-
chase and $8,000 to install and make it adaptable to the
firm’s specific needs. In addition, $2,000 investment in
spare parts inventory will be maintained to prevent down-
time. The equipment has a seven-year life and will be
depreciated using the straight-line method. It is expected
to have a salvage value of $5,000 at the end of seven years.
It will have no effect on revenues but is expected to
decrease expenses by $3,000 a year through cost efficien-
cies. Determine the cash flows from asset acquisition, asset
disposition, and operating cash flows.
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Gapital Budgeting Techniques

FILL IN THE BLANKS

Refer to Chapter 13, pages 399-444 in Financial Manage-
ment and Analysis.

1. The of capital is what the firm must
for the funds needed to
an investment. The of capital may be
a(n) cost, such as the
paid on debt, or a(n) cost, such as the
expected appreciation of shares of the
firm’s stock, or the
required by the of to
compensate them for the time of money
and the associated with the investment.
The more the future cash flows, the

the cost of capital.

2. The period for a project is the
of time it takes to get your back. It is the
period from the cash to the

117



118 QUESTIONS AND PROBLEMS

time when the project’s cash add up to the
cash . The

period is also referred to as the period or the
capital period.

3. The period is the time needed to

back the investment in

terms of future cash flows, therefore the

period  is for

cash flows than for

flows that are not

4. The value ( ) is the
present value of all cash flows. The
term is used because we want to deter-
mine the between the

in the operating cash flows and the investment cash
flows. Often in operating cash flows are

and the cash flows are

, hence the reference to the

as the between the

present value of the cash and the

present value of the cash

5.The technique considers all expected
cash flows, the of

money and the of the
cash flows. Evaluating projects using will

lead us to select the ones that owners’
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wealth. The technique also allows you to

the effect of in cost of

capital on a project’s

6. A project’s profile, also referred to as the
profile, shows how changes
as the rate changes. The
profile is a(n) depiction of the relation
between the of a project and the
rate. It shows the of a
project for a(n) of rates.
7. The ( ) is the ratio of the
present value of change in cash
to the present value of
cash . The is often
referred to as the ratio, as it is the ratio of
the from an investment to its
. The tells us how much

value we get for each dollar invested.

8. An investment’s of return
( ) is the rate that makes
the present value of all expected cash
flows equal to ; or, in other words, the

is the rate that causes
to equal . The
is a(n) —what is earned,

on average, per year. When evaluating
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projects, the one with the highest may
be the one with the best NPV.

SHORT ANSWER QUESTIONS

Refer to Chapter 13, pages 399-444 in Financial Manage-
ment and Analysis.

1. What are the six capital budgeting techniques? What
should be taken into consideration when applying each
technique?

2. What are the decision criteria for each capital budgeting
technique?
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3. When should PI be used? When should it not be used?

4. What is the difference between the IRR and MIRR? Why
is using IRR or MIRR sometimes not appropriate?
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5. Of all the capital budgeting techniques, which one is the
best evaluation technique? Which techniques do managers
most prefer in practice?

PROBLEMS

Refer to Chapter 13, pages 399-444 in Financial Manage-
ment and Analysis.

1. You are the manager and are considering the following
two projects for investment:

Year O Year 1 Year 2  Year 3

Project A ($10,000)  $3,000 $7,000  $9,000
Project B ($5,000)  $3,000 $4,000  $5,000
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a. Calculate the payback period assuming end-of-the-year
cash flows.

b. Calculate the discounted payback period assuming a
required rate of return of 10% and end-of-the-year cash
flows.
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c. Calculate the NPV of each project.

d. Calculate the PI of each project.

e. Calculate the IRR of each project.
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f. Calculate the MIRR of each project assuming a reinvest-
ment rate of 10%.

g. If the projects are independent, which should be under-
taken?

h. If the projects are mutually exclusive, which one should
be undertaken?
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Capital Budgeting and Risk

FILL IN THE BLANKS

Refer to Chapter 14, pages 451-481 in Financial Manage-
ment and Analysis.

1. Uncertainty arises from different sources, depending on

the type of being considered, as well as

the circumstances and the in which it is

operating. Such circumstances include

conditions, conditions, ,
rates, and conditions.
2. The sources of influence
cash flows when the risk of a capital
project. Therefore, there is a(n) cost to con-
sider: what the suppliers of capital could
elsewhere for the level of .
This is the required or cost of
and it contains the return
necessary to investors for the risk they
bear, called the premium.
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QUESTIONS AND PROBLEMS

3.

A project’s in isolation from the firm’s
other is also referred to as the project’s
risk or risk. Because
most  firms have  many , the
risk of a project under consideration may
not be the risk for analysis. A firm is a(n)

of assets, and the of

these different assets are not perfectly, positively
with one another. The real concern is

with the of the project to the firm’s

of assets and how it changes the

of the firm’s

. Three measures are used to evaluate the

associated with a(n) pos-
sible outcomes: the , the
, and the of

The more or spread out the possible out-
comes, the the degree of

or risk of what is expected in the future.

. In attempting to asses risk, it is important to perform anal-

yses of the of cash flows to

in the assumptions by the

cash flows for different

analysis, also called analysis  or

analysis, is a method of looking at the

possible , given a change in only
of the factors at a time.
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6. analysis provides a manageable approach
to changing or factors at
the time. It is simulation
by developing a(n) distribution of possible

, given a(n) distribution for
each that may . With the
help of a computer simulation program,
can be performed calculating of return that
yield a(n) distribution of the

on investments.

7. An alternative approach that applies meth-
ods to assets, known as

valuation ( ), considers the value of a project

that extends its value as measured by the

, meaning the value of project is

by the value of inherent in

an investment opportunity. These are to

the project, though there may be con-

straints (e.g., legally binding contracts) that affect when this

option can be , the option to
, and the option to invest-
ment to some date. Because the options are
decisions, the net present

value is referred to as the NPV.
8. The of stock options is rather complex, but

with the assistance of models such as the

model, option values can be estimated. The

option pricing model contains factors that
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are important in the of an option. The most
and factor to measure, the
of the value of the underlying asset, directly
affects key elements of the
value in that the greater the , the greater the
of the option and the greater the
of , which lowers the
NPV.
9. A(n) equivalent is the
cash flow that is considered to be to the
cash flow. The equiva-
lent of incorporating
into the net present value analysis is useful because it
the time of money and
, allows each cash flows
to be adjusted separately for , and
for risk can be . It is dif-
ficult to apply as the value of the cer-
tainty equivalent is not easily and there is
no way of determining the certainty
equivalent value for each cash flow.
10.Considering the use of a(n) cost of
and/or similar for all
projects can be hazardous. When the var-
ious capital techniques,
it may result in the of profitable projects

that have risk below the risk of the average risk project

because of future cash flows, and
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of unprofitable projects whose risk is
above the risk of the average project, because future cash
flows were

SHORT ANSWER QUESTIONS

Refer to Chapter 14, pages 451-481 in Financial Manage-
ment and Analysis.

1. Define and explain how the range, standard deviation,
and coefficient of variation are used to describe the dis-
persion of future outcomes.

2. What are sensitivity and simulation analyses and when are
they appropriate?
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3.How does financial leverage affect the measurement of
market risk?

4.1f a firm is considering engaging in a new project, how
does it measure the risk for this new project?
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5.How is a firm’s cost of capital generally determined?

PROBLEVS

Refer to Chapter 14, pages 451-481 in Financial Manage-
ment and Analysis.

1. ABC Company’s cost of capital is 15% and uses equity
financing. It is investigating the possibility of investing in
a project that is different from its line of business. ABC
has identified a pure play firm, DEE Inc., for that particu-
lar project that has an equity beta of 1.36. DEF has a
45% debt to equity ratio and has a 35% marginal tax
rate. What rate of return should ABC use to evaluate tak-
ing on the project if the relevant risk-free rate is 5.5% and
the market risk premium is 12%?
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2. Consider the following cash flows for Projects A and B.

Project A Project B
Probability Cash Flow Probability — Cash Flow

0.25 $1,300 0.30 $3,000
0.40 $1,500 0.25 -$1,000
0.35 $800 0.45 $1,500

a. What are the cash flows range for each project?

b. What is the expected cash flow for each project?
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c. What is the standard deviation of the possible cash flows
for each project?

d. What is the coefficient of variation for each project?
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e. Assume a firm is trying to decide between these two
projects and uses a 13% required rate of return to evalu-
ate all the projects having a coefficient of variation of less
than 0.5 and an 18% required rate for those projects
with coefficients greater than 0.5. Project A requires an
initial outlay of $2,000, whereas Project B costs $1,000.
Each project is expected to have a five-year life. Which
project should be undertaken if the projects are mutually
exclusive?

f. Conduct a sensitivity analysis on Project B making each
of the following changes:
m Change the discount rate to 19%.
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m Change the initial outlay to $ 1,800.

m Change the expected cash flows to $1,000.

m Assume all these changes occur at the same time.
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Intermediate and Long-Term Deht

FILL IN THE BLANKS

Refer to Chapter 15, pages 487-527 in Financial Manage-
ment and Analysis.

1. The amount borrowed in a(n) is called the
and is repaid either at the
of the period or at regular during this
period. The or note holder or
receives as compensation.
For some types of debt the is paid periodi-
cally, and for other types is paid at the of
the debt period. The interest rate can be a(n)
rate or a(n) rate which is
popularly referred to as a(n) rate.
2. Debt backed by is called
debt and the property is or

. If there is no security, the creditor relies

entirely on the of the borrower to make

139
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the promised ; therefore this type of debt is
or a(n)
3. loans are negotiated directly between
and ,  where the
is typically a commercial ,
a(n) company, or a(n)
company. loans range in
from two to ten years, though any repayment term is pos-
sible as long as it is a(n) term, or
maturity, as opposed to a loan that is
payable on
4. Bonds may be either or
For bonds, the issuer maintains
of who owns them and sends any
or to the
owners. For bonds,
physical of the entities
the receiver to the It is
payable, the simply clips a(n)
attached to the certificate and sends it in
or it at a specified bank.
5.The feature of a convertible bond gives
the investor the right to the bond for
some other , typically shares of

, at a predetermined rate of exchange. The
should hold the bond until it becomes
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to convert it into shares of stock. It won’t

be worth converting unless the of the

shares of stock

6. Organizations that and
the likelihood of debt and make the infor-
mation available to the public are agencies.
The most popular agencies are Service,
Corporation, and . The
debt or ratings are important for the
of and of debt. Many

banks, pension funds, and governmental bodies are
from investing in securities that do not have

a(n) credit rating. Because investors want to
be compensated for , the

the risk associated with debt, represented
by ratings, the the yield

on debt demanded by investors, which means the
the cost of raising funds via debt.

7.1n all systems, the term

grade means default risk, or conversely,

probability of future payments. In gen-

eral, bonds carry the highest-grade or

ratings that are designated by a symbol of

triple through triple

bonds are those bonds rated below triple

and are also called or

or bonds.
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8. agencies consider the four Cs of
) )

, and
of management includes the reputation
and of management. is
the ability of an issuer to its obligations.
Collateral is the of and

that are pledged to secure debt.

are the binding and

of the lending agreement.

9.Firms  seeking to  raise with

offerings want to issue securities with the

cost and the flexibility to

the debt if interest rates . Investors want

securities that provide the yield,
risk, and the flexibility to
if other, more profitable investment opportunities arise. The

best package of features will provide both

what investors are looking for and what the firm is willing to
offer. Today, this is available through the use of
instruments  because  issuers can

create -rate or

-rate bonds by using rate,

5 , Or

based swaps.
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SHORT ANSWER QUESTIONS

Refer to Chapter 15, pages 487-527 in Financial Manage-
ment and Analysis.

1. How is the interest rate on debt determined and how is it
reset for floating rates?

2. Describe and discuss the difference between a fully amor-
tizing loan and a bullet loan.
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3. What is the difference between a note and a bond?

4. Describe the basic provisions of a bond issue.
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5.How would a bond be called or retired prior to maturity?
Why would this happen?

6. What is the difference between a convertible bond and a
bond with a warrant option?
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PROBLEMS

Refer to Chapter 15, pages 487-527 in Financial Manage-
ment and Analysis.

1. Which would experience a greater percentage change in
price if interest rates change and which has more reinvest-
ment risk: an 8% coupon bond with 10 years to maturity
or a zero-coupon bond with 10 years to maturity? Why?

2.TJ Corporation currently has a 9%, $1,000 bond issue
outstanding. The bond is convertible into 45 shares of
common stock and is currently selling for $1,575.

a. What is the conversion price of the bond?
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b. If the common stock is currently selling for $35 a share,
what is the bond’s market conversion price?

c. What is the effective conversion price of the bond?

d. The bond is callable at $1,800. Should an investor accept
the call or convert the bond into common stock? Why?
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3. CVQ Inc., has issued $100 million of 8% coupon bonds.
Each has a warrant that entitles the owner to buy a share
of the common stock of CVQ for $20 a share.

a. If the current market price of CVQ is $33 a share, what
is the minimum price you would pay for the warrant?

b. The warrant has five years until expiration. How will
this affect the price you would be willing to pay for the
warrant?

4. KLH Company currently has $12 million of 10% coupon
bonds outstanding. The bonds pay interest semiannually,
they have a face value of $1,000 each, and have eight years
remaining to maturity. The bonds are callable at 105 and
are trading to yield 6%. KLH’s marginal tax rate is 25%.
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a. What is the total market value of the outstanding bonds?

b. Should KLH buy the bonds in the open market or call in
the bonds at this point in time? Why?
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5. The DD Corporation issued a zero-coupon, $1,000 face
value bond on January 1, 2001. The bond was issued at
$875 and matures on December 31, 2003.

a. If you bought these bonds when they were issued and
held them to maturity, what return would you earn?

b. What is the amount of interest expense on this bond that
DD can deduct each year?
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GCommon Stock

FILL IN THE BLANKS

Refer to Chapter 16, pages 533-566 in Financial Manage-
ment and Analysis.

1.We refer to the -equity of a corporation as
. A corporation’s stock may be divided

into two major types: stock and

stock. Each of these classes is split into
smaller pieces called , represented by
stock . Owners of these shares are
referred to as or . Share-
holders receive part of the on their
investment from , which are periodic

payments from the corporation.

2. There are a number of characteristics of

stock that are important in the financial manager’s capital
structure decision and that affect investors’ decisions
regarding common stock as an investment. These charac-
teristics include: limited , the number of
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, stock ,
stock, rights, and the right to
more stock.
3. The number of a firm can issue is referred
to as the shares. If a firm wishes to issue
more shares, it does have to issue the

entire number of shares authorized. The number of
shares is the number of shares

sold and is equal to or
than the number of shares. If a firm buys

back stock from investors, the number of shares
in the hands of investors—referred to as

shares—is fewer than the number of

shares. Shares bought back from inves-

tors may be either , reducing the number

of issued shares, or held as stock.

4, shareholders are generally granted rights

to members of the board of

, on the

of the corporation with another corporation,
additional shares of common stock, and

on to the articles of
incorporation. Different of stock may
have different numbers of per share, or

different classes as a whole may have specified
of the votes. The different classes can be

used by groups to con-
trol of the company.
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5. voting is  designed to allow

shareholders to gain representation on

the board. With voting, shareholders can

their votes for members of the board of

directors. Cumulative voting allows shareholders to
up their votes for one or more

, leading to more active participation in

the corporation’s , especially by share-
holders with holdings.

6.Some corporations have divided their director positions
into classes, where only class of directors

is voted on each year, instead of the

board. This system is referred to as a(n)

board of directors or a(n) board of direc-
tors. The of this system is that, by stag-
gering terms there is in the board of

directors. Having multiyear terms insures that there are
members of the board and allows the

board as a group to work on projects or issues that extend
beyond

7. Corporations can give the right to buy

shares of new stock through a(n)
offering which is an offering of
to shareholders to pur-
chase shares in order to their current

in the company.
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8. The board of may declare a(n)

at any time, but dividends are not a legal

of the corporation. Most dividends are in

the form of . In addition to cash divi-

dends, the corporation may provide shareholders with div-

idends in the form of additional of stock
or, rarely, other types of owned by the
corporation.

9. Many U.S. corporations allow shareholders to automati-

cally their  dividends in  the
of the corporation paying them. A(n)

reinvestment plan ( ) is a

program that allows to reinvest their
, buying shares of stock of

the company instead of receiving the divi-
dend. These shares representing dividends
reinvested may be currently or newly
10.A stock is something like a stock divi-
dend. A stock split the number of
shares into shares how-

ever the of ownership has not changed.

Aside from a minor difference in accounting, stock splits
and stock dividends are essentially the .
A(n) stock split, the
price of a stock by the number of shares

of stock.
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11.A(n) policy is a firm’s
about the payment of dividends to share-
holders. There are several basic ways of describing a firm’s
dividend policy: dividends, constant
in dividends per share, constant
ratio, and dividends
with extra dividends. Several views that

attempt to explain why dividends are paid are: the Divi-

dend Theory, the in the

Hand” Theory, the Explanation, the
Explanation, and the

Explanation.

12. A corporation its own shares is effectively
paying a(n) dividend, with one important
difference: . dividends
are taxable income to the shareholder. A
firm’s of shares, on the other hand,
results in a(n) gain or loss for the share-
holder, depending on the paid when they
were originally purchased. If the shares are repurchased at
a(n) price, the difference may be taxed as
capital , which may be taxed at rates

than ordinary income.
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SHORT ANSWER QUESTIONS

Refer to Chapter 16, pages 533-566 in Financial Manage-
ment and Analysis.

1. Exactly what is a shareholder buying when shares are
purchased?

2. What is the difference between preferred stock and com-
mon stock?
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3. What is common equity and how is it created?

4. What does it mean when corporations are classified as
publicly held, privately held, or closely held?
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5. Why would a company pay a dividend?

6. Explain the time line for issuing dividends.
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7. Why would a company do a reverse stock split?

8. Why would a company repurchase its own stock and how
would it go about doing so?
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PROBLEMS

Refer to Chapter 16, pages 533-566 in Financial Manage-
ment and Analysis.

1. ABC Corporation has 1.3 million common shares out-
standing and total earnings of $2.4 million. The firm paid
dividends totaling $550,000. The firm has no preferred

stock.

a. What were the dividends per share paid by ABC?

b. What was ABC’s dividend payout ratio?
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2. Pricee stock sells for $275 per share and you own 300
shares.

a. What is the current market value of your investment?

b. What is the new price per share, new amount of shares
you will own, and the new market value of your invest-
ment if the firm declares a 3 for 1 stock split? If the firm
declares a 15% stock dividend?



162 QUESTIONS AND PROBLEMS

3. You currently own 500 shares of XYZ Company. There
are four board positions up for election. How many votes
can you cast for your favorite candidate, Ms. W, if the
ordinary voting procedure is used? How many can you
cast for Ms. W if cumulative voting is used?
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Preferred Stock

FILL IN THE BLANKS

Refer to Chapter 17, pages 571-580 in Financial Manage-
ment and Analysis.

1. Like common stock, stock also represents

equity. shareholders have a claim on
and assets ahead of that of
shareholders. If the business is liquidated and all the assets

sold and the proceeds used to pay off all the creditors, then

the shareholders get what is owed to them
before shareholders. While few corpora-
tions are actually liquidated, this claim pro-
vides shareholders with an advantage in the

reorganization of firms in distress or bankruptcy.

2. Almost all firms must pay their specified

dividend. When dividends are paid, divi-
dends must be paid ; what remains may be
paid as dividends to shareholders. Most
preferred share are paid in ,
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although some are in the form of of stock.
Most dividends are paid
and may be paid at either a(n) or

rate per period.

3. dividends are expressed as either a(n)
of the par value or a(n)
dollar amount per period. For dividends,
the dividend rate on a(n) preferred stock
is typically fixed and based on the divi-
dend spread. Most adjustable-rate pre-
ferred stock is , with a(n)
From the perspective of the , a collar’s
maximum ensures that the of financing
with preferred stock are ; from the per-
spective of the , a collar’s minimum
ensures that the on the preferred stock
has a(n) limit.
4. The dividend rate on preferred stock is
set , as with adjustable-rate preferred

stock, but it is established through an auction process.
preferred stock is preferred stock where

the dividend rate is determined periodically by a remarket-

ing who resets the dividend rate so that
any preferred stock can be at par and be
resold at the original price. Typically,
a(n) has the choice of dividend

every seven days or every 49 days. Since
the mid-1980s, preferred stock and




Preferred Stock 165

preferred stock have become the domi-

nant type of preferred stock issued.

5. With preferred stock, any

not paid in one period must be paid the next period
any other dividend for that class of pre-

ferred stock is paid and before any stock
dividend is paid. With preferred stock,
any dividend not paid in a period is paid
in any other period—it is simply and does
not affect the dividend in any period. If a
preferred stock dividend is , any dividend

passed over in one period is carried over year to year. The

passed over dividend is referred to as the and
the preferred stock dividend is said to be in

Most preferred stock issued in the United States is
preferred stock.

6. The market price or
value is the market value of the stock the
investor would have if the stock is
exchanged with the stock. The market
conversion 1S the conversion

multiplied by the market

of a share of stock. If the market value of

the convertible stock exceeds the conver-

sion value, we refer to this difference as the conversion
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7. preferred stock gives the issuer the right

to it from the at a prede-

termined price. If the issuing corporation wants to buy
back the stock by using the call, they pay the specified call

. The call may be a(n)
amount forever, or may
according to a preset . The call price is
generally than or equal to the

or par value of the stock.

8. Because there is no legal to pay the pre-

ferred dividend and because and other

take precedence if the firm is liquidated, a

corporation can provide this in the form of
a(n) fund provision. Funds are deposited
with a(n) who uses these

to periodically preferred stock, buying it

from shareholders at a specified price, the

fund call price. The trustee retires stock

periodically and the firm is better able to meet the
payments on the remaining preferred

shares.

9.A corporation may combine any of the previously
described into its preferred stock

. If they hope to sell their preferred shares,

they must package them in a way that is

to investors and at a reasonable . Features

that give the flexibility, such as a(n)

feature, and features that give the




Preferred Stock 167

something of additional value, such as

a(n) feature, must be balanced in order to

obtain an optimal cost for the package. Packaging a new
issue of preferred stock requires considering investors’ need

for greater and lower
and the issuer’s need for greater and
lower

SHORT ANSWER QUESTIONS

Refer to Chapter 17, pages 571-580 in Financial Manage-
ment and Analysis.

1. What is participating preferred stock and why are there
few of these issues?
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2. Explain the differences between convertible preferred
stock and mandatory convertible preferred stock. Which
are preferred by investors and which by issuers?

3. Are there voting rights attached to preferred stock?
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4. What factors influence an investor’s decision to convert
callable preferred stock?

5. What are the advantages and disadvantages for a company
issuing preferred stock?
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PROBLEMS

Refer to Chapter 17, pages 571-580 in Financial Manage-
ment and Analysis.

1. Semi-Nowl Corporation has 1.1 million shares of 8%
cumulative preferred stock outstanding with a stated
value of $100 per share. If dividends are not paid for four
years, what will be the amount of arrearage?

2. Suppose you own 500 shares of FSU Inc. 12% convertible
preferred stock. If each preferred share is convertible into
25 common shares, what is the conversion value of your
5,000 preferred shares if the common stock is trading at
$30 per share?
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3. KLM Company issued $3 million of 9.75% $80 par pre-
ferred shares in 2001. Calculate the total amount of divi-

dends paid on this issue per year and the annual amount of
the dividends per share.
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Capital Structure

FILL IN THE BLANKS

Refer to Chapter 18, pages 583-621 in Financial Manage-
ment and Analysis.

1. The combination of and equity used to
a firm’s projects is referred to as its

structure. The structure

of a firm is some mix of debt, internally generated

, and new
2. Failure to pay or principal as promised may
result in distress. distress is
the condition where a firm makes under

pressure to satisfy its legal obligations to its

These decisions may be in the best interest

of the owners of the firm.

3. When financing is used instead of
, the owners don’t share the earnings, all

they must do is pay their the interest on

173
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debt. But when financing is used instead
of , the owners must the
increased earnings with the additional owners, diluting
their on equity and per
share.

4. We can measure the associated with

alternative forms of financing by calculating the
deviation and the of

variation of the possible earnings per share. The

the deviation and

of variation the the risk.
5. The discount is referred to as the
rate, which is the rate
that translates earnings into a current
The rate reflects the
uncertainty associated with the expected earnings in the
The more the future
earnings, the a dollar of future income is

worth today and the the capitalization rate.
6. The risk is the difference between the
rate for the net to own-
ers and the rate on to
creditors (the ), which is assumed to be
risk . The the use of

, the the

premium.
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7. The benefit from interest deductibility is referred to as the

interest . It is equal to the
tax rate times the interest . An alternative
calculation is the tax rate times the

rate on debt times the face

of debt.

8.1f a firm has deductions that income, the
result is a net loss. The firm does not have
to pay in the year of the
and may carry this to another tax year.
This may be applied against

years’ taxable , with some

limits.

9.For firms whose owners have liability,
the more the are financed with

, the greater the incentive to take on

projects, leaving “hold-
ing the bag” if the projects turn out to be
There is a(n) of interest between
interests and interests.
10.We can classify costs into
and costs. costs include
the legal, administrative, and costs asso-

ciated with the filing for bankruptcy and the administra-
tion of bankruptcy. The costs of

bankruptcy are more to evaluate.
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SHORT ANSWER QUESTIONS

Refer to Chapter 18, pages 583-621 in Financial Manage-
ment and Analysis.

1. Why can debt financing be more attractive than equity
financing?

2. Why do debt ratios differ across industries? Within indus-
tries?
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3. What is the leverage effect? What happens if earnings are
insufficient to cover interest payments?

4. How does the tax shield affect the value of the firm?
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5. What is the relationship between financial distress and
capital structure? What are the factors to be considered?

6. What factors should be taken into consideration in capital
structure decisions?
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PROBLEMS

Refer to Chapter 18, pages 583-621 in Financial Manage-
ment and Analysis.

1. Firm Z has $34,000 in debt and $50,000 in equity. What
is Firm Z’s debt ratio and debt-to-assets ratio? What do
the ratios mean?

2. What is the capitalization rate for equity for Firm Z in
problem 1, assuming there are no taxes and the cost of
equity is 9% and the cost of debt is 5%?
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3. Finance-R-Us is considering three possible financing
arrangements to raise $1 million of new capital. Currently,
the capital structure consists of no debt and $250,000 in
equity. There are 100,000 shares of common stock cur-
rently outstanding, selling at $2.50 per share. Expected
earnings of $200,000, before interest and taxes, are
expected for next period. The interest rate on any debt
obtained should be 10%. Calculate the earnings to own-
ers, earnings per share, and the distribution of income
between creditors, shareholders, and the government for
the following three alternatives:

m Alternative 1: Finance with only new equity.
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m Alternative 2: Finance using 50% debt and 50% equity.

m Alternative 3: Finance using only new debt.
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4. The O.K. Company has $100,000 of debt in its capital
structure. The interest rate on this debt is 12%. What is
the present value of the tax shield from interest deductibil-
ity if the corporate tax rate on income is 35%?
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Management of Gash and
Marketable Securities

FILL IN THE BLANKS

Refer to Chapter 19, pages 627-648 in Financial Manage-
ment and Analysis.

1. The cycle in part determines how long it
takes for a firm to cash from its short-term
and, therefore, the and cost

of its investment in assets, or

capital. Working capital is the capital that

managers can immediately put to work to generate the

of capital investment. Working capital is also

known as capital or capital.
2. The firm’s cycle is the time it takes the firm
to turn its investment in inventory into cash. It affects how
much the firm ties up in assets. The operat-
ing cycle comprises the time it takes to: the
goods, them, and on their
sale. The operating cycle considers the

183
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benefit from purchasing goods on and is
the operating cycle less the number of days of on which the
account is still owed. The the net operating
cycle, the the investment in current assets.

3. Cash flows of a firm as it pays for the goods
and services it from others. Cash flows

the firm as customers for
the goods and services they . When we refer
to cash, we mean the amount of and

assets—currency, coin, and bank balances.
When we refer to cash , We mean manage-
ment of cash and , as well
as the stock of on hand.

4. There is always some degree of about
future cash needs. Firms typically hold an additional bal-
ance, referred to as a(n) balance, just in case
transactions exceed the transactions

But how much to keep as a(n)

depends on the of the

transactions uncertainty—how well we can

our transactions needs.

5.If a firm needs cash, it must either an
asset or cash. There are
costs associated with either. costs are the
fees, , or other costs associated with

assets or to get cash;
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they are analogous to the ordering costs for

6. Speeding up cash is done by using a(n)
system, through the selection of
, processing the within

the firm, collection, and
banking. A(n) is a location where banks

meet to exchange checks drawn on each other, and a clear-
inghouse bank is a participant in a clearinghouse. Being a
member of a clearinghouse can check clear-

ing time by up to one-half a day relative to clearing checks
through the system. A(n)

bank is a bank that has an agreement with a clearing-
house bank to exchange its checks in the clearinghouse.

7.In addition to speeding up incoming cash,

down payment of cash is important. It can be done

through disbursements by

bank balances by depositing only what is
needed to make demands on the account
and disbursement by paying what is

with checks drawn on a bank that is

readily accessible to the payee,

the check processing

8. The primary role of marketable securities is to store cash
that isn’t needed , but may be needed

soon. Examples of these securities are of
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deposit, paper, deposits,
and bills. When evaluating the
of the investment, the following

should be considered:

risk, power risk, rate
risk, rate risk, and risk.
SHORT ANSWER QUESTIONS

Refer to Chapter 19, pages 627-648 in Financial Manage-
ment and Analysis.

1. What factors determine a firm’s investment in current
assets? What types of firms have more investment in cur-
rent assets than others?
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2. What is cash forecasting and what is its relationship to the
operating cycle and net operating cycle?

3. Why would a firm hold cash balances?
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4. How much cash should a firm hold and what are the costs
associated with doing so?

5. What is the lockbox system and how does it function?

PROBLEVS

Refer to Chapter 19, pages 627-648 in Financial Manage-
ment and Analysis.

1.P&R Corporation uses about $1 million in cash each
month. The sale of marketable securities to meet any cash
deficiencies costs the firm $100 per transaction. P&R
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invests its short-term funds in securities which earn an
average of 7%.

a. If each time the firm needs cash it sells $400,000 of secu-
rities, what is the holding cost associated with the cash
investment?

b. If each time the firm needs cash it sells $400,000 of secu-
rities, what are the transaction costs associated with the
cash investment?
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c. Using the Baumol model, what level of cash infusion
minimizes costs associated with cash?

2. Assume that the cash flows vary throughout the year.
Because of uncertainty surrounding the cash flows, P&R
has decided to carry a minimum balance of $500,000 in
cash. The variance of the daily cash flows is $75,000.
They operate on a 365-day year.

a. At what point will a new cash infusion be needed?
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b. At what point should excess cash be invested in market-
able securities?

3. DOWNS Shipping ships packages nationwide. Its collec-
tion float averages $250,000 a day. DOWNS is considering
a lockbox system which was proposed by its bank in
Omaha, Nebraska, because it is in the middle of the coun-
try. The system will cost the firm $35,000, but it is esti-
mated that it will reduce the collection float by three days.
Additional processing costs of $5,000 a year will be saved
by the firm because the payments will be sent directly to
the bank. The system will necessitate the use of wire trans-
fers, which will cost the firm $9,000 per year. If DOWNS
can earn 10% on its short-term investments, is the system
worthwhile?
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4. Jewlez, Inc. is a precious stone importer and wholesaler.
Jewelz sells approximately 400,000 cut and polished
stones each year. The sales occur uniformly throughout
the year. Because of high insurance fees, the carrying
cost is $7 per stone. Due to the fact that most of its
orders from customers are in advance, Jewelz can let its
inventory drop to zero before reordering. It costs the
firm $190 each time it orders and Jewelz currently
orders 5,000 stones at a time. Is this the most cost effec-
tive order size?
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Management of Receivahles and
Inventory

FILL IN THE BLANKS

Refer to Chapter 20, pages 651-673 in Financial Manage-
ment And Analysis.

1. The majority of a firm’s investment is in

assets, however, it is tied up in accounts

and which represent investments that are
necessary for day-to-day of the business.
A firm needs so that it will have

to sell and the of inven-

tory differs among firms largely because of the
of the products they sell.

2. Firms extend to customers to help stimu-
late . Extending is both
a(n) and a(n) decision.

When a firm extends credit to its customers, it does so to
encourage of its goods and

193
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The most direct is the on

the increased sales.

3. The cost is similar to the

cost that we looked at for cash balances: the product of

the cost of investing in accounts receiv-

able and the in the accounts. The

cost is the the firm could

have earned on its next best . The invest-

ment is the amount the firm has to gener-
ate

4. The effective cost of trade for a customer

is calculated by determining the effective

cost for the length of time the credit is extended.
this cost makes it with

the cost of other forms of credit.

S. terms consist of the

amount of credit, the length of period allowed for

, and the rate and

period, if any. The purpose of

is to attract , thereby

increasing , and to encourage the early

of accounts, thereby reducing the amount

tied up in accounts

6. policies specify the procedures for collect-

ing accounts. Collection could start with
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polite , continuing in progressively

steps, and ending by placing the account

in the hands of a(n) agency. In designing

the collection procedures, you must keep in mind that
efforts to collect may result in

future sales.

7. how well accounts are
managed can be done using financial and
schedules. Financial can

be used to get an overall picture of how fast collection is
going on accounts

schedules, which are breakdowns of accounts receivable

by how they have been around, help give

a more detailed picture of the efforts.
8. Ideally, a firm wants to design its policy
so that the marginal from extending
equals its marginal of
extending credit. At this point, the firm own-

ers’ wealth. But the benefits and costs are )
The best the firm can do in the benefits and
costs from its credit and collection policies is to learn from

its own or from the experience of others.

9. Some firms choose to form a wholly-owned ,

that is, a corporation by the parent firm

in order to provide the granting and

function of the parent firm. The sole
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purpose of finance subsidiaries is to

the customers’ purchase of the parent

firm’s . These subsidiaries can stimulate

by providing easy access to

10. is the stock of physical goods for eventual

sale. consists of raw material, work-in-

process, and finished goods available for

There are many in a decision of how much
inventory to have on hand. As with accounts receivable,
there is a trade-off between the costs of in

inventory and the costs of inventory.

There’s a cost to too much and there’s a

cost of too inventory.

11. inventory can be done by looking at finan-

cial in much the same way we can monitor

receivables. The number of days of is the

ratio of the dollar value of at a point in

time to the cost of goods sold per day. This ratio is an esti-
mate of the number of worth  of

you have on hand. Combined with an esti-

mate of the for your goods, this ratio helps

you in planning your and

of goods. The inventory turnover ratio tells, on average,
how many times flows through the firm—

from raw materials to goods sold—during the period.
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SHORT ANSWER QUESTIONS

Refer to Chapter 20, pages 651-673 in Financial Manage-
ment and Analysis.

1. What is the relationship between a firm extending credit
and accounts receivable?

2. What are the implicit costs with granting discounts? What
are the costs of credit?
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3. What factors should be considered when extending credit?

4. What factors influence the assessment of credit?
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5. What are the reasons for holding inventory?

6. Explain the two models of inventory management.

PROBLEMS

Refer to Chapter 20, pages 651-673 in Financial Manage-
ment and Analysis.

1. The Retton Corporation currently offers terms of 2/20,
net 60 to its customers and is considering a change to 4/15,
net 60. The credit manager believes that this will reduce
the firm’s days of credit from the current 40 days to 30
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days, in addition to increasing sales due to the higher dis-
count. Sales are expected to increase from the present
$500,000 to $800,000. About 60% of Retton’s customers
take the discount now, and it is estimated that the per-
centage will increase to 75%. The firm plans to maintain
its present contribution margin of 30%. Processing costs
and bad debt losses are not expected to change. Retton
can earn 12% on its short-term investments.

a. What is the current cost of trade credit for Retton’s cus-

tomers, and what will it be if Retton makes the proposed
change?

b. What is the cost to Retton for changing the discount?
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c. What is the change in the carrying cost of accounts
receivable for Retton?

d. Should Retton make the change?
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Management of Short-Term
Financing

FILL IN THE BLANKS

Refer to Chapter 21, pages 679-714 in Financial Manage-
ment and Analysis.

1. A corporation invests in short-term assets, such as

, accounts , inventory, and
marketable . Short-term assets are also
referred to as capital, because they are put to

work to generate sales, which eventually result in cash flow
that ultimately generates

capital comprises working capital, the
investment necessary to satisfy the demands
of , and working capital,
the between actual working capital and per-

manent working capital.

2. The cost of borrowing is the cost of

, considering both and

costs. This effective cost is the cost of

203
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for a given period, the duration of time

over which interest is paid and at the end of which
is calculated.

3. credit is granted by a supplier to a customer
purchasing or
credit arises as the customer acquires goods
or services and promises to pay in the . From
the point of view, trade credit is a way of
making more . From the
point of view, trade credit is an easy way to finance the
of goods. For the , trade
credit creates accounts ;  for the

, trade credit creates accounts

4. Managing accounts involves negotiating

the terms of , as well as deciding when to

pay amounts due. Remember that accounts

are the “flip side” of accounts —accounts

payable are someone else’s accounts receivable. Suppliers
are trying to costs, in terms of funds tied

up in accounts receivables and bad debts. Yet, at the same
time, they are extending to generate more

5.Firms try to set policies so terms of credit are
within industries. However, if a firm is an

important of a particular supplier,

terms of credit may be negotiated. In cal-
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culating the of trade credit, managers

know that paying within the period uses

free credit—meaning that payment can be

and then paid the same as cash on the date of purchase.
Also, paying the discount period

the cost of credit.

6. financing is backed by some specific
or assets of the borrower. A borrower’s

used in this way are referred to as
. The acts as a backup

source of for the lender if the borrower fails

to abide by the terms of the loan. The collateral for short-
term financing arrangements are usually

assets— securities, accounts R
or
7. Accounts can be used as collateral for a(n)
loan. There are three types of financing
arrangements that use accounts as security:
, , and
Securitizing assets, also referred to as asset ,
is an important financing arrangement for raising
to term funds.
8.In an assignment of , the lender makes a

loan accepting the borrower’s accounts

as the . The borrower receives immediate

in exchange for a(n)
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note to the len