
Study Guide Questions Chapters 10-17

The following are typical of the kinds of questions that you may have on your final exam.  If you look up and answer all these questions as part of your study for the exam, you should do well on the final.  Good Luck!

Your final will cover all the chapters. These questions are on Chapters 10-17.


1.
A symmetric, bell-shaped statistical distribution that is completely defined by its mean and standard deviation is the _____ distribution. 

A)
gamma 

B)
Poisson 

C)
bi-modal 

D)
normal 

E)
uniform 

2.
The notion that actual capital markets, such as the NYSE, are fairly priced is called the: 

A)
Efficient Markets Hypothesis (EMH). 

B)
Law of One Price. 

C)
Open Markets Theorem. 

D)
Laissez-Faire Axiom. 

E)
Monopoly Pricing Theorem. 

3.
An asset's return on investment has two components, one of which is ______, which reflects the cash you receive directly while you own the investment. 

A)
the capital gain 

B)
the income component 

C)
your reward for bearing risk 

D)
your total dollar return 

E)
your gross return on that investment 

4.
Why do long-term government bonds have a risk premium? 

A)
They are not default-free. 

B)
They are virtually identical to long-term corporate bonds. 

C)
The government cannot easily raise tax money to repay the bonds. 

D)
The long time period to maturity. 

E)
Long-term government bonds don't have a risk premium. 

5.
Over the past 74 years, which of the following investments has been considered the most risky? 

A)
Small company stocks 

B)
Common stocks 

C)
Treasury bills 

D)
Treasury bonds 

E)
Corporate bonds 

6.
Suppose you purchase a stock expecting the price to rise in the coming year. After one year, your stock has actually decreased in value, due primarily to adverse information released during the year. Which of the following describes this result? 

A)
This is not a violation of market efficiency. 

B)
This is a violation of weak form efficiency. 

C)
This is a violation of semistrong form efficiency. 

D)
This is a violation of strong form efficiency. 

E)
This is a violation of all forms of market efficiency. 
7.
An efficient market implies ________. 

A)
that, on average, all investments have a negative NPV 

B)
that, on average, all investments have a zero NPV 

C)
that, on average, all investments have a positive NPV 

D)
that there tend to be more positive NPV investments than negative NPV investments 

E)
nothing about the NPV of an investment 

8.
Last year you purchased 100 shares of Marvel Entertainment stock for $12 per share. According to today's quote in The Wall Street Journal, the stock is currently selling for $18 per share. The stock pays no dividends. Your return on this investment is comprised of _______. 

A)
an income return only 

B)
an income return and a capital gains return 

C)
a real return only 

D)
a capital gains return only 

E)
a dividend yield only 

9.
Suppose you open The Wall Street Journal and see that 30-year Treasury bonds are yielding 8.5 percent. This is the _____ on the bonds. 

A)
real return 

B)
nominal return 

C)
inflation premium 

D)
default rate 

E)
risk premium 

10.
If we assume that the annual return on common stocks are normally distributed, then approximately 95% of the returns will fall within the range _____% if the average historical return is 13.3% with a standard deviation of 20.1%. 

A)
6.8 to 33.4 

B)
-6.8 to 33.4 

C)
-26.9 to 33.4 

D)
-  5.1 to 45.7 

E)
-26.9 to 53.5 

11.
You purchased 200 shares of preferred stock on January 1, 2000 for $42.27 per share. The stock pays an annual dividend of $7 per share. On December 31, 2000 the market price is $46.88 per share. What is your total dollar return for the year? 

A)
$   478 

B)
$   922 

C)
$1,400 

D)
$2,322 

E)
$2,678 
Use the following to answer questions 12-15:
You purchase 100 shares of stock at a price of $45 per share. One year later, the shares are selling for $47 per share. In addition, a dividend of $4 per share is paid at the end of each year. 

12.
What is the total dollar return for the investment? 

A)
$   400 

B)
$   500 

C)
$   600 

D)
$   800 

E)
$1,200 


13.
What is the capital gains yield for the investment? 

A)
4.4% 

B)
5.5% 

C)
8.5% 

D)
8.9% 

E)
13.3% 

14.
What is the dividend yield for the investment? 

A)
4.4% 

B)
5.5% 

C)
8.5% 

D)
8.9% 

15.
What is the total percentage return for the investment? 

A)
5.5% 

B)
8.5% 

C)
8.9% 

D)
12.8% 

E)
13.3% 

16.
Define the three forms of market efficiency. 
17. Suppose you have $30,000 invested in the stock market and your banker comes to you and tries to get you to move that money into the bank's Certificates of Deposit. He explains that the CD's are 100% government insured and that you are taking unnecessary risks by being in the stock market. How would you respond? 


18.
A portfolio is _________. 

A)
a group of assets, such as stocks and bonds, held as a collective unit by an investor 

B)
the expected return on a risky asset 

C)
the expected return on a collection of risky assets 

D)
the variance of returns for a risky asset 

E)
the standard deviation of returns for a collection of risky assets 

19.
A particular risky asset's risk premium, measured relative to its beta coefficient, is its: 

A)
Diversifiable risk. 

B)
Systematic risk. 

C)
Reward to risk ratio. 

D)
Security market line. 

E)
Market risk premium. 

20.
The slope of an asset's security market line is the _______. 

A)
reward to risk ratio 

B)
portfolio weight 

C)
beta coefficient 

D)
risk-free interest rate 

E)
market risk premium 

21.
Systematic risk is considered important because _________. 

A)
it is needed in order to measure the total risk of an asset 

B)
the risk premium depends only on this type of risk 

C)
the market does not provide a reward for this type of risk 

D)
the risk premium depends on both systematic and unsystematic risk 

E)
investors are willing to pay more for stocks with high systematic risk components 
22.
The CAPM shows that the expected return for a particular asset depends on:


I. The amount of unsystematic risk.


II. The reward for bearing systematic risk.


III. The pure time value of money. 

A)
I only 

B)
I and II only 

C)
III only 

D)
II and III only 

E)
I, II and III 

23.
Total risk equals __________. 

A)
market risk plus firm-specific risk 

B)
firm-specific risk plus diversifiable risk 

C)
systematic risk minus unsystematic risk 

D)
diversifiable risk plus unsystematic risk 

E)
market risk plus non-diversifiable risk 

24.
You sell some of your IBM common stock (which tends to move up and down with the economy as a whole) and replace it with the common stock of Fort Knox Gold Mining, Inc. (whose shares tend to rise when the economy falls, and vice versa). Your portfolio's beta should __________. 

A)
increase 

B)
decrease 

C)
remain unchanged 

D)
either increase or decrease 

E)
definitely exceed the beta of the market when all is said and done 

25.
Brady Lady Cosmetics just announced that earnings for the first quarter of the current year grew at an annualized rate of 3%, well above the rate for the same quarter the previous year. Upon the announcement, the stock price did not change. (The market in general was unchanged also.) Which of the following is most likely correct? 

A)
Brady's price didn't change since the market was surprised by the announcement. 

B)
Interest rates in the economy must have increased. 

C)
Brady's price didn't change because investors likely anticipated the news release. 

D)
Brady's price didn't change because the market in general was unchanged. 

E)
Brady must have a beta coefficient equal to one. 

26.
What is the portfolio beta with 125% of your funds invested in the market portfolio via borrowing 25% of the funds at the risk-free interest rate? 

A)
0.25 

B)
0.50 

C)
0.75 

D)
1.00 

E)
1.25 
Use the following to answer questions 27-29:
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27.
Which of the following is correct? 

A)
Security Z has the greatest total risk because it has the largest standard deviation. 

B)
Security X has the greatest total risk because it has the largest beta. 

C)
Security X has the greatest diversifiable risk because it has the largest beta. 

D)
Security Y has the lowest total risk because it has the lowest beta. 

E)
An equally weighted portfolio XYZ will have the same systematic risk as the market portfolio. 

28.
Which security has the greatest systematic risk? 

A)
Z because it has the largest standard deviation. 

B)
X because it has the largest beta coefficient. 

C)
Z because it has a high beta and the largest standard deviation. 

D)
Y because it has the greatest diversifiable risk. 

E)
It is not possible to tell given the information above. 

29.
Which security has the greatest expected return? 

A)
Y because it has the largest standard deviation. 

B)
X because it has the largest beta coefficient. 

C)
Z because it has the highest ratio of standard deviation to beta. 

D)
Y because it has the lowest beta coefficient, and therefore the lowest risk. 

E)
It is not possible to tell given the information above. 
Use the following to answer questions 30-34:
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30.
What is the expected return on security B? 

A)
0.080 

B)
0.100 

C)
0.110 

D)
0.128 

E)
0.138 

31.
What is the expected return on a portfolio that is 40% invested in A and 60% invested in B? 

A)
0.100 

B)
0.110 

C)
0.121 

D)
0.128 

E)
0.138 

32.
What is the expected return on a portfolio that is equally weighted amongst A, B, and the risk-free asset? The expected return on the risk free asset is 4%. 

A)
0.089 

B)
0.093 

C)
0.101 

D)
0.118 

E)
0.138 

33.
What is the standard deviation of security A? 

A)
0.0002 

B)
0.0006 

C)
0.0490 

D)
0.0545 

E)
0.0600 

34.
What is the standard deviation of a portfolio with one-quarter of the funds in A? 

A)
0.0008 

B)
0.0065 

C)
0.0089 

D)
0.0103 

E)
0.0320 

35.
The opportunity cost associated with the firm's capital investment in a project is called its: 

A)
Cost of capital. 

B)
Beta coefficient. 

C)
Capital gains yield. 

D)
Sunk cost. 

E)
Internal rate of return. 

36.
When firms develop a WACC for individual projects based on the cost of capital for other firms in similar lines of business as the project, the firm is utilizing a _______. 

A)
subjective risk approach 

B)
pure play approach 

C)
divisional cost of capital approach 

D)
capital adjustment approach 

E)
security market line approach 

37.
The cost of capital depends primarily on __________. 

A)
the use of the funds, not the source 

B)
the source of the funds, not the use 

C)
the cost of equity 

D)
the cost of debt 

E)
the cost of preferred stock 

38.
Which of the following is true regarding the use of the dividend growth model for estimating the cost of equity capital? 

A)
A key advantage to this model is its high degree of complexity. 

B)
The results from this model are not sensitive to changes in the dividend growth rate. 

C)
One method of estimating future growth rates is the use of historical growth rates. 

D)
The model works particularly well for companies that maintain a mostly unsteady dividend growth rate. 

E)
The model explicitly considers risk. 

39.
Why it is necessary to make sure a project is in the same risk class as existing operations before using the WACC as the discount rate? 

A)
If a project has high risk, then it should be rejected. 

B)
A firm that uses its WACC to evaluate projects without regarding the risk class of the project will tend to become riskier over time. 

C)
Only projects with similar risk can result in positive NPVs. 

D)
If a project is in a different risk class then a different tax rate must be used. 

E)
The risk class of a proposed project is important only if it affects the firm's bond ratings. 

40.
A firm that uses its WACC as a cutoff without considering project risk:


I. Tends to become less risky over time.


II. Tends to accept negative NPV projects over time.


III. Likely will see its WACC rise over time. 

A)
II only 

B)
I and II only 

C)
I and III only 

D)
II and III only 

E)
I, II and III 

41.
Which of the following is NOT generally considered to be a problem when estimating the cost of equity? 

A)
We must estimate beta using historical information. 

B)
We must estimate a dividend growth rate. 

C)
We must estimate the market risk premium. 

D)
We must estimate the risk-free rate of interest. 

E)
If we use the dividend growth model, we cannot adjust for differences in risk. 

42.
The BongoBongo Drum Co. uses debt and equity in its capital structure and has positive earnings. Which of the following would decrease the firm's WACC, all else the same?


I. A decrease in the corporate tax rate


II. A decrease in investor risk aversion


III. A decrease in the firm's debt rating 

A)
I only 

B)
II only 

C)
III only 

D)
I and III only 

E)
II and III only 

43.
Suppose that two firms, A and B, are considering the same project which has the same risk as firm B's overall operations. The project has an IRR of 14.0%. Firm A has a beta of 1.4, while firm B's beta is 1.1. If the risk-free rate is 5.25% and the market risk premium is 7.0%, which firm(s) should take the project? 

A)
A only 

B)
B only 

C)
Both A and B 

D)
Neither A nor B 

E)
Cannot be determined without additional information 

44.
Treasury bills currently have a return of 3.5% and the market risk premium is 8%. If a firm has a beta of 1.6, what is its cost of equity? 

A)
8.8% 

B)
10.7% 

C)
12.8% 

D)
16.3% 

E)
18.8% 

45.
Roberts Co.'s zero coupon bonds mature in 22 years and have a yield to maturity of 12.01%. Each zero has a face value of $1,000 and there are 2,000 of the bonds outstanding. If the market value of Roberts' equity is $1,000,000, what capital structure weight for debt would you use in calculating the WACC, assuming Roberts' only debt consists of the zeros? 

A)
11.9% 

B)
14.2% 

C)
15.8% 

D)
18.9% 

E)
66.7% 
46.
Explain the interactions between market efficiency, capital budgeting, and the cost of capital. 

47.
The use of personal borrowing to change the overall amount of financial leverage to which the individual is exposed is called: 

A)
Homemade leverage. 

B)
Dividend recapture. 

C)
The weighted average cost of capital. 

D)
Private debt placement. 

E)
A privileged subscription offer. 

48.
The equity risk derived from the firm's capital structure policy is called ______ risk. 

A)
market 

B)
systematic 

C)
extrinsic 

D)
business 

E)
financial 

49.
The legal proceeding for liquidating or reorganizing a firm operating in default is called (a): 

A)
Tender offer. 

B)
Bankruptcy. 

C)
Merger. 

D)
Takeover. 

E)
Proxy fight. 

50.
If a firm fails to make the required interest payments on its long-term bonds, it is said to be in: 

A)
Technical insolvency. 

B)
Chapter 11 bankruptcy. 

C)
Accounting insolvency. 

D)
Business failure. 

E)
Chapter 7 bankruptcy. 

51.
According to the static theory of capital structure, ________. 

A)
a firm's choice of assets and operations is fixed for all time 

B)
a firm will borrow up to the point where the benefit from an extra dollar of debt is just equal to the tax benefit associated with that debt 

C)
the value of the firm will differ from the M&M value without taxes by the gain from leverage 

D)
the optimal WACC is the same as it is in M&M with taxes 

E)
the value of the firm in M&M with taxes is overstated by the amount of financial distress costs 

52.
Below the breakeven EBIT, increased financial leverage will _____ EPS, all else the same. Assume there are no taxes. 

A)
increase 

B)
decrease 

C)
not affect 

D)
either increase or decrease 

E)
increase EBIT but decrease 

53.
An investor owns 500 shares of stock in a firm with a debt/equity ratio = 1.0. The investor prefers a debt/equity ratio = 1.5. If the stock price is $2 per share, what should the investor do? 

A)
Borrow $500 and buy 250 new shares. 

B)
Borrow $1,500 and buy 750 new shares. 

C)
Borrow $2,500 and buy 1,250 new shares. 

D)
Sell 250 shares and lend $500. 

E)
Sell 25 shares and lend $50. 
Use the following to answer questions 54-58:
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There are no taxes. EBIT is expected to be $2.5 million, but could be as high as $3.5 million if an economic expansion occurs, or as low as $2 million if a recession occurs. All values are market values. 

54.
How many shares are outstanding under the proposed capital structure? 

A)
100,000 

B)
200,000 

C)
300,000 

D)
400,000 

E)
500,000 

55.
What is EPS under the current capital structure if there is a recession? 

A)
$3.33 

B)
$4.17 

C)
$5.00 

D)
$6.25 

56.
What is EPS during an expansion for the proposed capital structure? 

A)
$4.17 

B)
$5.00 

C)
$5.83 

D)
$6.00 

E)
$7.55 

57.
What is ROE for the proposed capital structure if the expected state occurs? 

A)
16.7% 

B)
16.7% 

C)
20.0% 

D)
22.4% 

E)
23.3% 

58.
What is the breakeven EPS for these two capital structures? 

A)
$2.40 

B)
$3.28 

C)
$4.25 

D)
$5.00 

E)
$8.75 

59.
Payments made out of a firm's earnings to its owners in the form of cash or stock are called: 

A)
Dividends. 

B)
Distributions. 

C)
Share repurchases. 

D)
Payments-in-kind. 

E)
Stock splits. 

60.
The observed empirical fact that stocks attract particular investors based on the firm's dividend policy and the resulting tax impact on investors is called the _______. 

A)
information content effect 

B)
clientele effect 

C)
efficient Markets Hypothesis 

D)
M&M Proposition I 

E)
M&M Proposition II 

61.
Which of the following is NOT a goal of a compromise dividend policy? 

A)
Avoid the need to sell new equity. 

B)
Maintain a target dividend payout ratio. 

C)
Allow for reductions in the dividend payment when convenient. 

D)
Avoid rejection of positive NPV projects to pay a dividend. 

E)
Maintain a target debt/equity ratio. 

62.
If dividend clienteles exist, then __________. 

A)
it is all the more likely that dividend policy is irrelevant 

B)
investors will prefer higher dividend payouts, on average 

C)
homemade dividends are irrelevant 

D)
a firm should NOT follow a residual dividend approach 

E)
any firm can boost its share price simply by increasing its dividend 

63.
You own stock in a firm that has 1.25 million shares outstanding. The current stock price is $13.50 per share. If the company issues a 10% stock dividend, what would you expect the stock price to be after the dividend is paid? 

A)
$12.27 

B)
$12.82 

C)
$13.30 

D)
$13.49 

E)
$13.71 

64.
BDJ, Inc. has 31,000 shares of stock outstanding with a market price of $15 per share. If net income for the year is $155,000 and the retention ratio is 80%, what is the dividend yield on BDJ Inc.'s stock? 

A)
3.4% 

B)
3.7% 

C)
5.5% 

D)
6.7% 

E)
8.3% 

65.
Suppose a firm wishes to have its stock listed on an exchange but its share price is not high enough to meet the exchange's specified minimum price level.  How might the firm remedy this situation and reduce the number of shares outstanding at the same time? 

A)
Pay a liquidating dividend. 

B)
Pay a stock dividend. 

C)
Pay a regular cash dividend. 

D)
Execute a reverse stock split. 

E)
Execute a stock split. 
Use the following to answer questions 66-68:
SesameSweet Inc. has 220,000 shares outstanding with a par value of $1 per share and a market price of $12.00 per share. On the balance sheet, additional paid-in capital is $540,000, while retained earnings is $275,000. There is no treasury stock and there are no transactions costs. 

66.
What is total owners' equity for SesameSweet? 

A)
$   220,000 

B)
$   495,000 

C)
$   760,000 

D)
$1,035,000 

E)
$3,455,000 

67.
Suppose SesameSweet declares a 100% (large) stock dividend. What happens to the retained earnings account on the balance sheet? 

A)
It remains unchanged. 

B)
The account increases by $22,000. 

C)
The account decreases by $220,000. 

D)
The account decreases by $242,000. 

E)
The account decreases by $264,000. 

68.
Suppose SesameSweet declares a 2-for-1 stock split. What happens to total owners' equity on the balance sheet? 

A)
The account remains unchanged. 

B)
The account increases by $22,000. 

C)
The account increases by $44,000. 

D)
The account increases by $242,000. 

E)
The account increases by $264,000. 
Use the following to answer questions 69-71:
Homer, Inc. is expected to pay dividends of $100 per share at the end of one year and $100 at the end of the second year. The dividend in the second year is a liquidating dividend and the firm will cease to exist. Investors require a 12% return on investments of this type. There are 100 shares of stock outstanding. The firm is considering an alternate dividend policy that will pay out $120 in dividends per share the first year. Under the alternative plan, any shortfall in funds will be raised by selling new equity. There are no taxes, transaction costs, or other market imperfections. 

69.
What is Homer's stock price before the alternative dividend plan is adopted? 

A)
$164.26 

B)
$167.73 

C)
$169.01 

D)
$172.54 

E)
$176.24 

70.
Under the alternative dividend plan, what will Homer pay to the old stockholders as a dividend in year 2? 

A)
$75.25 

B)
$77.60 

C)
$78.20 

D)
$80.00 

E)
$81.50 

71.
Assume an investor owns 10 shares of the firm's stock and wishes to create the alternate dividend plan without the aid of the firm. Is this possible, and if so, how? 

A)
Yes, the investor should create a homemade dividend by selling $200 worth of stock. 

B)
Yes, the investor should create a homemade dividend by selling $100 worth of stock. 

C)
Yes, the investor should create a homemade dividend by buying $200 worth of stock. 

D)
Yes, the investor should create a homemade dividend by buying $100 worth of stock. 

E)
No, it is not possible to create the alternate dividend plan. 

72.
Positive NPV projects enhance shareholder wealth. However, in some cases the payment of dividends limits the number of positive NPV projects a firm can accept. Why, then, shouldn't shareholders prefer a residual dividend policy? 

73.
The financing provided for start-up, often high-risk, private business enterprises is called: 

A)
Venture capital. 

B)
Junk bonds. 

C)
Flotation costs. 

D)
Initial public offerings. 

E)
Financial futures. 

74.
The preliminary prospectus distributed to investors during the SEC waiting period is often called a(n): 

A)
Indenture contract. 

B)
Signature form 10-W. 

C)
Letter of comment. 

D)
Red herring. 

E)
Green shoe. 

75.
A corporation's first sale of equity made available to the public is called a(n): 

A)
Share repurchase program. 

B)
Shelf registration filing. 

C)
Private placement. 

D)
Seasoned equity offering (SEO). 

E)
Initial public offering (IPO). 

76.
A public offering of equity by a corporation that has previously issued securities to the public is called a(n): 

A)
Share repurchase program. 

B)
Shelf registration filing. 

C)
Private placement. 

D)
Seasoned equity offering (SEO). 

E)
Initial public offering (IPO). 

77.
The difference between the underwriters' buying price and the offering price of the securities to the public is called the ________. 

A)
spread 

B)
underpricing 

C)
filing fee 

D)
new issue premium 

E)
extortion premium 

78.
A group of underwriters formed to share the risk in marketing and distributing a sale of securities to the investing public is called a(n) _________. 

A)
cartel 

B)
syndicate 

C)
cooperative venture capital system 

D)
oligopoly 

E)
insider consortium 

79.
Underwriting where the syndicate sells as much of the issue as possible, but can return unsold securities to the issuing firm without any further financial responsibility, is called a: 

A)
Best efforts underwriting. 

B)
Shelf offering. 

C)
Direct rights offering. 

D)
Private placement offering. 

E)
Firm commitment offering. 

80.
The part of the underwriting contract that specifies how long insiders must wait after an IPO until they can sell their shares is called (the): 

A)
Green Shoe provision. 

B)
Red herring provision. 

C)
Lockup agreement. 

D)
Regulation A. 

E)
Regulation Q. 

81.
Which of the following is a characteristic of an IPO? 

A)
They are usually sold as a private placement. 

B)
Small issues are predominately sold on a firm commitment basis. 

C)
The general form of offer is a rights offering. 

D)
IPOs are typically overpriced. 

E)
Determination of the correct offering price is relatively difficult. 

82.
Which of the following is true about underwriting securities? 

A)
The issuing firm, not the underwriter, bears all the risk from adverse price movements in a firm commitment sale. 

B)
The method of marketing securities to the public is usually specified by the issuing firm, not the underwriter. 

C)
The issuing firm, not the underwriter, will generally set the price for the offering. 

D)
The spread earned by the underwriter is the difference between the price the underwriter pays for the security and the offering price of the security. 

E)
It is common for a number of underwriters to form a syndicate so that the risk in marketing a security issue falls on the lead underwriter. 

83.
Bob tells his broker to buy 100 shares of stock in every IPO that comes along, regardless of the issuer, because he has heard about the tremendous price increases in the first week of trading. Bob will likely: 

A)
Lose money, on average, because the most underpriced issues will likely be oversubscribed. 

B)
Make money, on average, because underwriters typically underprice new issues. 

C)
Lose money, on average, because he will tend to get few shares from overpriced issues. 

D)
Make money, on average, because issues tend to be oversubscribed, allowing him to cover his losses on bad purchases. 

E)
Make money, on average, because it is unlikely an IPO's price will ever decline. 

84.
The legal fees paid by a firm are a(n) ________ of issuing securities. 

A)
direct cost 

B)
spread cost 

C)
abnormal return 

D)
indirect cost 

E)
Green Shoe option cost 

85.
Which of the following is NOT a reason that the stock price of a firm might decline when a seasoned equity issue is announced? 

A)
The firm is selling new stock when it knows the price is overvalued. 

B)
Issuing new equity may indicate the firm has too little debt, which is always a bad thing. 

C)
The firm may have a liquidity problem, and is selling stock to improve its liquidity position. 

D)
It is expensive to issue securities and the share price adjusts to reflect these costs. 

E)
There may be a simple supply and demand explanation; the supply of shares increases with the offering, so in the absence of increased demand, the price will decline. 

86.
To finance its expansion into Japan, General Motors sells 1,000,000 shares of common stock to investors at large. This is an example of a(n) _________. 

A)
private placement 

B)
seasoned equity offering 

C)
share repurchase plan 

D)
Regulation A offering 

E)
initial public offering 

87.
Which of the following is false regarding flotation costs? 

A)
On average, there are substantial economies of scale in issuing securities. 

B)
On average, best efforts cost less than firm commitment offers. 

C)
On average, underpricing is more severe for best efforts than for firm commitment offers. 

D)
On average, it costs more to float an IPO than a seasoned offering. 

E)
For smaller issues, the cost of underpricing may exceed direct issue costs. 

88.
A firm faces direct costs of 8.0% of the amount of cash raised for new security sales. How much capital needs to be raised if initial project outlays total $6 million? 

A)
$ 5.520 million 

B)
$ 6.480 million 

C)
$ 6.522 million 

D)
$ 6.640 million 

E)
$ 6.750 million 

89.
The BangBang Drum Company recently raised several million dollars in an initial public offering. BangBang received $22.00 per share from the underwriter, the offering price was $25.00 per share, and the market price rose to $28.00 on the first day of trading. The initial return investors earned on the stock was _______. 

A)
12.0% 

B)
13.6% 

C)
24.0% 

D)
27.3% 

E)
30.0% 

90.
What are the pros and cons of using a venture capitalist? 

91.
Why is it so difficult to determine the appropriate price for an IPO? Who do you think has the most input: the issuing firm, the underwriter, or investors? Explain. 

92.
The length of time between the acquisition of inventory and the collection of cash from receivables is called the _______. 

A)
operating cycle 

B)
inventory period 

C)
accounts receivable period 

D)
accounts payable period 

E)
cash cycle 

93.
Costs of the firm that rise with increased levels of investment in its current assets are called: 

A)
Carrying costs. 

B)
Shortage costs. 

C)
Order costs. 

D)
Safety costs. 

E)
Trading costs. 

94.
A fraction of the available credit on a loan agreement deposited by the borrower with the bank in a low (or non)-interest-bearing account is called a _______. 

A)
compensating balance 

B)
cleanup loan 

C)
letter of credit 

D)
line of credit 

E)
revolver 

95.
A________, issued by a bank, promises to make a loan if certain conditions are met. 

A)
compensating balance 

B)
cleanup loan 

C)
letter of credit 

D)
line of credit 

E)
revolver 

96.
If a firm maintains a relatively high level of investments in cash and marketable securities, then which of the following statements is true? 

A)
The firm is probably following a restrictive short-term financial policy. 

B)
The firm adds little to shareholder wealth by making these types of investments. 

C)
The chances of the firm facing financial distress are increased by this policy. 

D)
The firm likely faces a relatively high level of shortage costs. 

E)
The firm faces a relatively low level of opportunity costs. 

97.
Which of the following is a use of cash, all else the same? 

A)
Increasing accounts payable. 

B)
Factoring accounts receivable. 

C)
Reduction of inventory that results from increased sales. 

D)
Reduction of short-term loans. 

E)
Cancellation of the need for a compensating balance. 

98.
Your firm's banker is getting nervous about your liquidity. Which of the following actions would increase the firm's current ratio (which is presently 0.6) and ease the bank's concern? 

A)
Sell 30-year bonds to purchase fixed assets. 

B)
Allow preferred shareholders to convert their holdings into common stock. 

C)
A cash sale of inventory at cost. 

D)
Sell long-term bonds owned by the firm and purchase marketable securities. 

E)
File for bankruptcy. 

99.
Which of the following represent an increase in cash, all else the same?


I. Long-term debt is reduced


II. Inventory is acquired


III. Fixed assets are sold


IV. Receivables are factored 

A)
I only 

B)
II and III only 

C)
I and IV only 

D)
I, II, and III only 

E)
III and IV only 

100.
All else the same, shortening your firm's cash cycle will _______. 

A)
reduce fixed asset requirements 

B)
increase short-term financing needs 

C)
increase the opportunity costs for holding current assets 

D)
increase return on assets 

E)
increase the need to purchase marketable securities 

101.
Which of the following managers do(es) NOT have a direct influence on the firm's inventory holdings?


I. Cash manager


II. Production manager


III. Payables manager


IV. Purchasing manager 

A)
I only 

B)
II only 

C)
II and IV only 

D)
I and III only 

E)
III only 

102.
A firm which employs a flexible short-term financial policy will have a relatively: 

A)
Low ratio of current assets to sales. 

B)
Low amount of marketable securities. 

C)
Low amount of short-term debt relative to long-term debt. 

D)
High amount of short-term debt. 

E)
High amount of accounts payable. 

103.
Your boss decides that your firm will switch from a restrictive short-term financial policy to a more flexible policy. You should expect to see the firm's current ratio: 

A)
Rise, due to the higher investment in current assets and the reduced use of short-term financing. 

B)
Fall, due to the lower investment in current assets and the increased reliance on short-term financing. 

C)
Rise, due to the lower investment in current assets and the greater use of short-term financing. 

D)
Fall, due to the higher investment in current assets and the reduced use of short-term financing. 

E)
To either rise or fall, but the use of short-term debt will increase. 

104.
A firm has average inventory of $1,250,000, an inventory period of 58 days, a receivables period of 32 days, and average payables of $810,000. What is its cash cycle? 

A)
48 days 

B)
52 days 

C)
58 days 

D)
67 days 

E)
74 days 

105.
Your company has a $100,000 line of credit through a local bank. The bank requires an 8% compensating balance and charges 10% on the amount borrowed against the line. If the company needs $55,000 to purchase inventory, what is the effective interest rate on the loan? 

A)
9.20% 

B)
10.11% 

C)
10.87% 

D)
11.11% 

E)
13.13% 

106.
For the year just ended, James' Drafting Supplies had average accounts receivable of $880,000 and total credit sales of $4,800,000. Throughout the year, a factor purchased accounts receivable from the firm at a 2% discount. What was the firm's days in receivables? 

A)
61 days 

B)
65 days 

C)
67 days 

D)
71 days 

E)
74 days 
Use the following to answer questions 107-110:
Jumobtron Inc. had sales of $8,000 in November, $14,000 in December, and projects sales of $10,000 for January, $12,000 for February, and $8,000 for March. The firm's cost of goods sold every month is equal to 70% of the next month's sales. The firm collects its receivables in 60 days and pays its payables in 30 days. The firm begins January 1 with $10,000 in cash. All sales and purchases are on credit. 

107.
What is Jumbotron's accounts receivable at the end of January? 

A)
$10,000 

B)
$14,000 

C)
$22,000 

D)
$24,000 

E)
$32,000 

108.
What is Jumbotron's accounts payable at the end of January? 

A)
$  5,600 

B)
$  7,000 

C)
$  8,400 

D)
$  9,200 

E)
$11,100 

109.
What is Jumbotron's total cash collections for February? 

A)
$  8,000 

B)
$10,000 

C)
$12,000 

D)
$13,500 

E)
$14,000 

110.
What is Jumbotron's cash balance at the end of January? 

A)
$10,000 

B)
$11,000 

C)
$12,000 

D)
$13,500 

E)
$14,000 

111.
Graphically depict shortage costs, carrying costs, and the total cost curve showing the optimal investment in current assets. (Costs on the vertical axis, current assets on the horizontal axis.) Be sure to label the optimal level of current assets. Using the same format, illustrate what a flexible short-term financing policy looks like and also illustrate what a restrictive policy looks like. 

112.
The need to hold cash to take advantage of additional investment opportunities is called the: 

A)
Speculative motive. 

B)
Precautionary motive. 

C)
Transaction motive. 

D)
Float motive. 

E)
Compensating balances motive. 

113.
The need to hold cash to satisfy the ongoing disbursement and collection activities of the firm as part of its daily operations is called the: 

A)
Speculative motive. 

B)
Precautionary motive. 

C)
Transaction motive. 

D)
Float motive. 

E)
Compensating balances motive. 

114.
A disbursement account for which the firm maintains no balance, transferring in funds from a master account only when needed to cover demands for payment, is called a ________. 

A)
lockbox account 

B)
cleanup account 

C)
compensating balance account 

D)
zero-balance account 

E)
revolving account 

115.
The length of time for which credit is granted to a firm's customers is called the ________. 

A)
cash cycle 

B)
operating cycle 

C)
transactions period 

D)
credit period 

E)
disbursement period 

116.
The credit instrument is the __________. 

A)
legal document submitted to the IRS for every business transaction in the United States 

B)
basic evidence of indebtedness in a credit transaction 

C)
cost of obtaining financing on consumer products 

D)
means of payment chosen by the purchaser in a standard EOM transaction 

E)
receipt for payment issued by the firm on its cash disbursements 

117.
________ is the process of quantifying the likelihood of default when granting consumer credit based on objective characteristics of the buyer. 

A)
Credit scoring 

B)
Credit rationalization 

C)
Receipts assessment 

D)
Payables risk analysis 

E)
Disbursement specialization 

118.
A compilation of the firm's accounts receivable ordered by the length of time each account has remained unpaid is called a(n): 

A)
Credit report. 

B)
Aging schedule. 

C)
Risk assessment report. 

D)
Turnover delineation. 

E)
Cost consolidation and consistency report. 

119.
Terminator, Inc. keeps excess cash on hand in case of an industrial accident in the manufacturing of its wheat herbicide. This is an example of a __________ for holding cash. 

A)
speculative need 

B)
transactions need 

C)
deterministic need 

D)
compensating need 

E)
precautionary need 

120.
Marketable securities cannot be readily used to satisfy __________.


I. speculative needs


II. precautionary needs


III. transactions needs


IV. compensating balances 

A)
I and II only 



B)
II and III only 

C)
III and IV only 

D)
I and IV only 

E)
I, II, III, and IV 

121.
The present value of eliminating float is equal to the amount of ________. 

A)
mail delay 

B)
collection float 

C)
processing delay 

D)
total float 

E)
availability delay 

122.
The amount of time it takes for a check to clear through the banking system is called: 

A)
Mail delay. 

B)
Processing delay. 

C)
Total float. 

D)
Availability delay. 

E)
Collection float. 

123.
A firm finds that its customer base is growing in geographical terms and needs to reduce its collection float by obtaining checks from receiving locations near the customers, rather than having them send their checks directly to the firm's main office. This setup is called (a): 

A)
Lockbox arrangement. 

B)
Wire transfer arrangement. 

C)
Cash concentration. 

D)
Overnight mail. 

E)
Compensating balance. 

124.
Chrysler Corp. held large sums of cash during the mid-1990s primarily because it would need a large amount of cash in the event of a recession. This is a(n) _________ for holding cash. 

A)
transactions motive 

B)
precautionary motive 

C)
adjustment motive 

D)
speculative motive 

E)
compensating balances motive 

125.
ABC Co. is considering giving a 2% cash discount to its customers who pay within 10 days. (The firm currently offers no discount.) If it institutes this policy, it is likely that:


I. ABC will experience a net use of funds.


II. The buyers will be able to reduce their cost of goods sold.


III. Buyers who do not take the discount will be using an expensive source of financing.


IV. ABC will find that its average collection period will increase. 

A)
I and III only 

B)
I and IV only 

C)
II and III only 

D)
II, III and IV only 

E)
I, II, III and IV 
Answer Key -- Study Guide Questions 10-17

1.
D


2.
A


3.
B


4.
D


5.
A


6.
A


7.
B


8.
D


9.
B


10.
E


11.
D


12.
C


13.
A


14.
D


15.
E


16.
The student should present a straightforward discussion of weak (all past prices are in the current price), semistrong (all public information is in the current price), and strong form (all information is in the current price) market efficiency. 

17.
The usual response is that bank CD's typically will offer a very low rate of return because of their low level of risk. Even if students do not know the relationship between yields on CD's and historical returns on stocks, they should recognize that because of the risk differences the CD's must have a lower expected return. So, if the investor in the question is willing to trade off some safety in order to have the chance to earn larger returns, the stock market is the correct investment. 

18.
A


19.
C


20.
E


21.
B


22.
D


23.
A


24.
B


25.
C


26.
E


27.
A


28.
B


29.
B


30.
D


31.
C


32.
B


33.
C


34.
E


35.
A


36.
B


37.
A


38.
C


39.
B


40.
D


41.
D


42.
E


43.
B


44.
D


45.
B


46.
This question will likely take the good student some time to complete. They should explain how using the correct cost of capital is crucial in making capital budgeting decisions. Also, the cost of capital is determined by the use of funds, not the source, so the riskiness of the project is important. Furthermore, in an efficient market, project NPVs will be zero, on average. Thus, managers should carefully examine projects with positive NPVs to determine their source of value and to determine the reasonableness of the cash flow estimates underlying the calculation. Finally, if markets are efficient, then the cost of capital observed in the market is a “fair” estimate of the return required by the firm's investors. 

47.
A


48.
E


49.
B


50.
A


51.
E


52.
B


53.
B


54.
D


55.
A


56.
E


57.
D


58.
A


59.
A


60.
B


61.
C


62.
A


63.
A


64.
D


65.
D


66.
D


67.
C


68.
A


69.
C


70.
B


71.
A


72.
This question makes the assumption that the dividend decision effectively hampers the investment decision. The better student will realize that this may be short-sighted, for if the firm cannot fund positive NPV projects without cutting its dividend, then it will likely seek outside sources of capital instead. Since shareholders appear to dislike unstable dividends, a residual dividend policy will likely not be in the best interest of the existing shareholders even if adopting such a policy allows the firm to undertake all of its positive NPV projects. 

73.
A


74.
D


75.
E


76.
D


77.
A


78.
B


79.
A


80.
C


81.
E


82.
D


83.
A


84.
A


85.
B


86.
B


87.
B


88.
C


89.
A


90.
The primary advantage of using a venture capitalist is to gain access to the capital required for firm growth, when traditional capital funding sources may be closed to the firm. In addition, a venture capitalist assists in the management of the firm, providing industry experience and expertise, and may provide valuable contacts for suppliers and/or customers of the firm. A major drawback of using a venture capitalist is that the owners must give up a substantial fraction of their ownership in the firm. 

91.
It is impossible to accurately determine the market value of something that is not yet traded. While the issuing firm surely impacts the general offering price, ultimately the investors determine the acceptable price range via their submitted orders to the underwriters. 

92.
A


93.
A


94.
A


95.
C


96.
B


97.
D


98.
D


99.
E


100.
D


101.
D


102.
C


103.
A


104.
B


105.
C


106.
C


107.
D


108.
C


109.
E


110.
B


111.
Students should replicate Figure 16.2 in the text. 

112.
A


113.
C


114.
D


115.
D


116.
B


117.
A


118.
B


119.
E


120.
C


121.
D


122.
D


123.
A


124.
B


125.
C
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