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FINANCIAL MANAGEMENT

MIDTERM EXAMINATION

Instructions:
This is a closed book examination.  You are allowed one 4”x6" crib card and the use of a calculator.  Show all your work otherwise you will not get full credit.

Good luck and may the closing bell be with you!

This exam contains 5 questions.
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1.  Weighted Average Cost of Capital: You and your friend - continuing your successful association that began in U of MD - have opened a security valuation business.  You need to determine the weighted average cost of capital and the value of a client company’s stock. 

Bond Series 1:  

SYMBOL 183 \f "Symbol" \s 10 \h
40,000 bonds with 15 years til maturity with a par value of $1000.  The bonds carry an annual coupon of 12%.  The current yield til maturity on comparable bonds is 9%. 

Bond Series 2:

SYMBOL 183 \f "Symbol" \s 10 \h
10,000 zero coupon bonds with 10 years til maturity each with a par value of $1000.  You realize that these bonds are riskier thus have a higher yield til maturity than Bond Series 1. The bonds have a current price of $385.

The Common Stock:

SYMBOL 183 \f "Symbol" \s 10 \h
10,000 shares of common stock expected to pay per-share dividends of $1.00, $2.00, $3.00 at the end of the first 3 years.  The dividends are expected to increase at 3% for subsequent years. The expected market risk premium is 8.5% and the risk free rate is 5%.  The company’s Beta is 1.0 – it has the same amount of systematic risk as the market.

(a) What is the TOTAL market value of the company’s debt liabilities? (5 points)

(b) What is the per-share market value of the firm’s stock? (5 points)

(c) What is the Weighted Average Cost of Capital? (10 points)

2.   From your research you have identified the following data on the U.S. Stock Market

	Security
	Expected return
	Standard deviation
	Beta 

	Market index
	15.0%
	12.5%
	1.00

	T-bills
	8.0%
	0.0%
	0.00


a.
(5 points) Construct the Security Market Line using the above market data



  

    0

b.
(5 points) Suppose investors increase their inflation expectations 3 percentage points over their current estimates as reflected in the 8% T-bill rate.  What effect with this have on the Security Market Line?  Redraw the line in part a to reflect this.


 

  

    0

c.
(5 points) Suppose instead that investors in the economy become more risk averse such that the market risk premium increases by 3 percentage points.  Redraw the line in part a to reflect the increase in risk aversion.  (In other words, ignore the effects of a change in inflation.)



  

    0

d. What would happen to the overall level of the stock market if the risk free rate went up (the case considered in b.)

What would happen to the overall level of the stock market if the market risk premium went up (the case considered in c.)

3.
Tim McQuitty’s first assignment at Southern Commerce Bank is to invest $1 million from an estate for which the bank is trustee.  Tim has been instructed to prepare a plan for investing the money using a one-year holding period.  His boss has given him the following three stocks for potential investment.  His boss conveys to him that he has some private information which gives him the following data.:

	Security
	Expected return with private information
	Standard deviation
	Covariance with

Market

	Paragon
	18.0%
	16.5%
	0.0029

	Apex
	13.0%
	13.5%
	0.0015

	Luster
	11.0%
	18.0%
	0.0009


Through observation and calculations, Tim has the following data on the overall market and Treasury bills.

	Security
	Expected return 
	Standard deviation
	Variance



	Market (S&P 500)
	15%
	4.58%
	.0021

	T-bills
	7%
	0.0%
	


a. (10 points) Should any of the stocks (or more than one) be rejected by McQuitty?  Assume that the estate’s beneficiaries have similar risk preferences as is reflected in the overall market (S&P 500) i.e. they want the risk/reward ratio that the overall market pays. Justify any stocks you choose for rejection with explicit numbers and criteria that would be accepted by an investment professional who has mastered BMGT 640.

b.      
(10 points) If McQuity has to pick only one of the above stocks, which one represents the best choice? Justify your pick with explicit numbers.

4. Using the following actual 1996 income and balance sheets and initial projected proforma income and balance sheets to complete the proforma 1997 income and balance sheets.

Complete the income and balance sheets for 1997 assuming all new funding will be in the form of debt which has a annual interest rate of 10% - state explicitly how much new debt funding the firm will need in 1997.  Assume that dividends are maintained at 1996 levels. Existing debt also has a 10% annual interest rate.

Income Statement 







1996


projected ‘97
SALES




1,000,000

1,200,000

- Cost of Goods Sold (CGS)


  600,000

   650,000

- Selling, General and Admin. Expense
  100,000

   120,000

- Depreciation


 

  200,000

   230,000

-----------------------------------------

-----------

---------


=  EBIT




  100,000

   200,000

-  Interest




    50,000

      ?

-  Taxes (25%)



    12,500

      ?

-----------------------------------------

-----------

   ---------

=  Net Income


  

   37,500

      ?

 - Dividend Payments



    25,000 

     25,000

-----------------------------------------

-----------

   ---------

= Retained Earnings

 

    12,500 
                 ?

Balance Sheet 

	Assets
	1996
	Projected 1997
	Liab+Equity
	1996
	Projected 1997

	Cash
	  100,000
	  130,000
	Liabilities
	
	

	Equip. Gross
	1,000,000
	1,400,000
	Bank Loan
	500,000
	  ?

	 - Acc. Depreciation
	-200,000
	 -430,000
	Equity
	
	

	Equipment Net
	 800,000
	  970,000
	Equity Invest.
	300,000
	  300,000

	
	
	
	Retained Earnings
	100,000
	  ?

	
	
	
	
	
	

	Total Assets
	900,000
	1,100,000
	Total L+E
	900,000
	  ?


5. Al Ciafre is deciding whether or not to buy a mid-sized music recording studio in metropolitan Washington from a current owner who has decided to move to The Big Apple.  The studio is used by a wide variety of musicians who are predominantly based in the area.  John calls on you - his best friend from the program - for advice on how much to bid for the studio.

In a discussion with you, Al has also presented you with a detailed projection of sales and expenses over the next 10 years.   These projections do not consider the following risks.  He indicates that he expects the following types of uncertainty in the future operation of his business.  

He believes that his project is less sensitive to the economy than the overall market - but does expect that if for each 1% decline in real growth (after inflation) in the economy sales will only fall by 1/2%.

He also believes that there is a 10% chance that a famous rock singer will endorse his store and then sales will skyrocket permanently by 25%.  Finally he notes that there is a possibility that a key skilled manager for the studio will quit and his revenues will go down by 20%.  He believes this possibility is fairly likely with a probability of 1 in 5 or 20%.

Using your freshly minted BMGT 640 degree - give your friend some detailed advice on how to decide how much to bid for the recording studio.  Clearly state all assumptions used in formulating your advice. You do note that the current expectation for the market risk premium is 8.5% and that risk free rates are 6%.

































