1.  Assume that the Risk-free rate is 5% and that the market risk premium is 7%.  If a stock has a required rate of return 13.75%, what is the beta?

a. 1.25 b. 1.35 c. 1.37 d. 1.60 e. 1.96

2.  Given the following probability distribution, what is the expected rate of return?

State    Pi           Ki

1          0.2         10%

2          0.6         15%

3          0.2         20%

a. 15%; 6.5% b. 12%; 5.18% c. 15%; 3.16% d. 15%; 10% e. 20%; 5%

3.  Jeff Baker is 30 years old and is saving for his retirement.  He is planning on making 31 contributions to his retirement account at the beginning of each of the 31 years.  The first contribution will be made today (t=0) and the final contribution will be made 30 years from now (t=30).  The retirement account will earn 10% a year.  If each contribution he makes is $3,000, how much will be in the retirement account 30 years from now (t=30)?

a. $894,380

b. $813,073

c. $897,380

d. $987118

e. $978,688

4.  If the interest rates fall from 8% to 7%, which of the following bonds will have the largest percentage in its value?

a. A 10-year zero coupon bond.   

b. A 10-year bond with a 10% semiannual coupon.

c. A 10-year bond with a 10% annual coupon.  

d. A 5-year zero coupon bond.

e. A 5-year bond with a 12% annual coupon.

5.  A $1,000 par value bond pays interest of $35 each quarter and will mature in 10 years.  If your nominal annual required rate of return is 12% with quarterly compounding, how much should you be willing to pay for this bond?  

a. $941.36 b. $1,051.25    c. $1,115.57    d. $1,391.00   e. $825.49

6.  Your sister has been offered a 5-year,  $1,000 par valued bond with a 10% coupon.  Interest on this bond is paid quarterly.  If your sister is to earn a nominal rate of return of 12%, compounded quarterly, how much should she pay for this bond? 

a. $800 b. $926 c. $1,025 d. $1,216 e. $981

7.  The current price of a 10-year, $1,000 par valued bond is $1,158.91.  Interest on this bond is paid every 6 months, and the nominal annual yield is 14%.  Given these facts, what is the annual coupon rate on this bond?

a. 10% b.12% c.14% d. 17% e. 21% 

8.  Over the past few years, Vandal Industries has retained, on the average, 70% of its earnings in the business.  The future retention rate is expected to remain at 70% of its earnings, and long-term earnings growth is expected to be 10%.  If the risk-free rate, krf, is 8%, the expected rate on the market, km, is 12%, Vandal’s beta is 2.0, and the most recent dividend, Do, was $1.50, what is the most likely market price and P/E (Po, E1) ratio for Vandal’s stock today? 

a. $27.50; 5.0x 

b. $33.00; 6.0x

c. $25.00; 5.0x 

d. $22.50; 4.5x 

e. $45.00; 4.5x

9.  A.B.C. Inc. has a capital structure that consists of 60% debt and 40% common stock.  The firm will be able to use retained earnings to fund the equity portion of its capital budget.  The company recently issued bonds with a yield to maturity of 9%.   The risk-free rate of 6%, the market risk premium is 6%, and A.B.C. Inc.’s beta is equal to 1.5.  If the company’s tax rate is 35%, what is the company’s weighted average cost of capital?

a. 8.33% b. 9.91% c. 9.95% d. 10.98% e. 11.84%

10.  An investment firm offers to pay you $3,310 at the end of 20 years if you pay premiums of $100 per year at the end of each year for 20 years.  Find the internal rate of return to the nearest whole percentage point.

a. 9% b. 7% c. 5% d. 3% e. 11%

11.  Pork Products is considering an investment project with the following cash flows:

Year
Project Cash Flow
0
-100,000

1
 40,000

2
 90,000

3
 30,000
4
 60,000

The company has a 10% cost of capital.  What is the project’s discounted payback?

a. 1.67 years b.1.86 years c.2.11 years d. 2.49years e. 2.67 years 

12.  Blanton Inc.  is considering the purchase of a new machine that will reduce manufacturing costs by $5,000 annually and increase earnings before depreciation and taxes by $6,000 annually.  Blanton will use the MACRS method to depreciate the machine, and it expects to sell the machine at the end of its 5-year operating life for $10,000 before taxes.  Blanton’s marginal tax rate is 49%, and it uses a 9% cost of capital to evaluate projects of this type.  If the machine’s cost is $40,000, what is the project’s NPV?

a. $1,014 b. $2,292 c. $7,550 d. $817 e. $5,040

13.  Atlee Associates a has capital structure that consists of 40% debt and 60% common stock.  The yield to maturity on the company’s debt is 8%, the cost of retained earnings is 12%, and the cost of issuing new equity is 13%.  The company expects its net income to be $500,000, the dividend payout is expected to be 40%, and its tax rate is 40%.  The company is considering five projects, all with the same risk.  The size and estimates returns of the proposed projects are listed below.

Project             Cost                IRR

A

$200,000
11.00%

B

 100,000
10.00

C

 100,000
9.95

D

 200,000
9.85

E

 200,000
9.25


On the basis of this information, what is Atlee’s optimal capital budget?

a. $800,000

b. $600,000

c. $400,000

d. $300,000

e. $200,000

14.  Given the following choices, what is the optimal capital structure for Chip Co.? (Assume that the company’s growth rate is 2%.)

Debt Ratio
Dividends per Share 
Cost of Equity ks

0%

$5.50


11.5%

25%

 6.00


12.0

40%

 6.50


13.0

50%

 7.00


14.0

75%

 7.50


15.0

a. 0% debt; 100% equity 

b. 25% debt; 75% equity 

c. 40% debt; 60% equity 

d. 50% debt; 50% equity 

e. 75% debt; 25% equity 

