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Final Exam
Summer 1999


Multiple Choice:  (2 marks each)
1) The concept of an efficient market implies

a) all share of stock have the same expected returns

b) stock prices do not fluctuate

c) prices reflect all available information

d) there is no upward trend in stock prices

e) none of the above

2) Who is least likely to believe in weak form market efficiency?

a) A finance professor

b) A technical analyst

c) The manager of an index linked mutual fund

d) A fundamental analyst

e) All of the above are likely to believe in weak form efficiency

3) The random walk theory suggests that

a) all stocks have an expected return of zero

b) stock price changes are random

c) stock prices are random

d) an investor should choose stocks at random

e) diversification is pointless

4) If markets were strong form efficient, which of the following situations would yield excess returns?

a) Analyzing a company’s earnings report

b) Identifying a pattern in a company’s stock price

c) Obtaining insider information

d) Following the advice of your broker’s newsletter

e) None of the above

5) The appropriate discount rate for a firm is

a) the bank rate

b) the firm’s cost of capital

c) the prime rate

d) the firm’s depreciation rate

e) none of the above

6) The acceptance of a project implies that

a) its IRR is greater than 15%

b) its NPV is greater than its IRR

c) its NPV is greater than zero

d) its IRR is greater than its cost of capital even if it is a disinvestment project

e) both a) and b)

7) If projects A and B are independent, which of the following is true?

a) Value (A+B) > Value (A) + Value (B)

b) Value (A+B) < Value (A) + Value (B)

c) Value (A+B) = Value (A) + Value (B)

d) You can’t do both A and B

e) None of the above.

8) If the NPV of a project is positive, the project’s profitability ratio (PRI) must be

a) greater than 1

b) less than 1

c) greater than zero

d) less than zero

e) unable to be determined without further information

9) Which of the following is not a drawback of IRR?

a) You can get two or more answers.

b) The project’s scale is not taken into account

c) You need to know the firm’s cost of capital to use IRR

d) IRR implicitly assumes that cashflows can be reinvested at the IRR

e) The decision criteria is different for investment and disinvestment projects

10) If project A has an IRR of 10% and project B has an IRR of 20% then

a) project A is preferred to project B

b) project B is preferred to project A

c) project A has a negative NPV

d) both projects have a positive NPV

e) the projects cannot be ranked without further information

11) Project X requires an investment of $1,000 and will yield $1,050 in one year with no further cash flows.  What is the NPV of project X if the appropriate discount rate is 5%?

a) $50

b) $0

c) -$2.50

d) -$50

e) None of the above

12) The MIRR will be higher than the IRR

a) under no circumstances

b) if the cost of capital is higher than the IRR

c) if the cost of capital is lower than the IRR

d) if the cost of capital is equal to the IRR

e) for long term (over 10 years) projects

13) Vista Engineering has placed a limit of $500,000 on its budget for capital spending.  The firm must select acceptable projects from the following:

Project
Investment
PRI
NPV

A
$140,000
1.60
$84,000

B
$200,000
1.45
$90,000

C
$220,000
1.15
$33,000

D
$120,000
1.32
$38,000

E
$160,000
1.21
$33,000

Which set of projects should the firm accept?

a) A, B, & E

b) A, B, & D

c) B, D, & E

d) A, C, & D

e) B, C, & E

14) If an investor shorts (or writes or sells) a call option and buys the underlying asset, what is this method of investment called?

a) Writing a covered call

b) Writing a naked call

c) Buying a covered call

d) Buying a naked call

e) Writing a covered put

15) A call option with a strike price of $8 on a security with a current market value of $9 is referred to as

a) in the money

b) at the money

c) out of the money

d) it depends on the price of the option

e) none of the above

16) An 18-month European call option on a non-dividend paying stock with a strike price of $12.50 is currently trading at $3.80.   The underlying stock is trading at $13.00 and the risk-free rate is 9%.  What is the fair market value of a European put option with the same strike price and time to maturity?

a) $1.72

b) $2.22

c) $2.75

d) $3.80

e) Cannot be determined for European options

17) If you buy a call option for $4 and a put option for $2, both on the same stock and with a strike price of $40 and the same time to expiry, what is your net profit if the stock is trading at $50 at expiration?

a) -$6

b) $4

c) $6

d) $10

e) None of the above

18) Which of the following is not one of the differences between forward and futures contracts?

a) Futures contracts are standardized

b) Forward contracts are flexible in their terms

c) Futures contracts are traded on organized exchanges

d) Futures contracts are for future delivery

e) Futures contracts are marked to market daily

19) An investor who is long in a futures contract promises to

a) buy the underlying asset at a price to be determined in the future

b) sell the underlying asset at a price to be determined in the future

c) buy the underlying asset at a locked in price

d) sell the underlying asset at a locked in price

e) none of the above

20) Suppose that you take a short position in a futures contract to sell 1,000 barrel of oil for $22 per barrel.  Now suppose that the next day, the futures price rises to $23 per barrel.  What is your cash flow at the end of the next day if the contract is marked to market?

a) -$1,000

b) $1,000

c) -$1.00

d) $1.00

e) None of the above

Question 1:  (10 marks)

Fred’s Automotive is not currently paying dividends.  However, the estimated present value of the firm’s cash flows that are available to the common shareholders is $57 million.  If the market is efficient and there are 2 million shares outstanding, what is the current price of a share of Fred’s Automotive?

57/2 =$28.50

Suppose that you find out that Fred’s has been doing better than expected recently and they are now able to pay dividends starting one year from now.  If these dividends are expected to start at $3 per share and grow by 2.5% per year, what price should Fred’s shares be trading at if the appropriate discount rate is 12.5% and the market has already incorporated this information?

3/(.125 - .025) = $30

If you don’t check the price of Fred’s Automotive shares, because you believe that the information has already been incorporated even though it isn’t publicly available, what form of market efficiency do you believe in?

Strong form

If Fred’s Automotive is still trading at the price in the first part until the change in policy is announced, at which point it jumps to the price in the second part, what form of market efficiency has been demonstrated.

Semi-strong form

If a technical analyst following the movement of Fred’s Automotive stock price had been able to predict the change in price, what would this say about market efficiency?

not efficient

Question 2:  (10 marks)

You are analyzing a project for Barney’s Machine Tools.  Barney wants to know how much (if any) of these amounts should be included in the initial investment (not including the present value of CCA tax shields)?  Barney’s corporate tax rate is 40%.

a) The project will use some land that Barney already owns.  He bought it for $75,000 in 1978 and it has a current market value of $425,000

-$320,000

b) The project will replace a machine that cost $235,000 3 years ago and is in an asset class that has a 20% depreciation rate under CCA.  This machine can be sold for $62,500.

+$62,500

c) The project requires the purchase of a new machine that costs $325,000 with an additional delivery charge of $2,500.  The delivery cost can be expensed in the current accounting period for tax purposes.

-325,000 - 2500 (1 - T)

-326,500

d) The building to house the machinery has a raw material cost of $200,000.  He will need to rent a crane for $5,000.  Outside contractors to assemble the building will cost an additional $12,500.  Assume that only the raw material cost need to be capitalized for CCA purposes, other costs can be expensed for tax purposes,

-200,000 - (5,000 + 12,500)(1 - T)

-210,500

e) The machinery will need to be set up and tested.  Barney’s current employees can do this but it will shut down production for a week.  This will cost $40,000 in revenue, but it will also save $26,000 in raw materials and overhead costs.

-(40,000 - 26,000)(1 - T)

-8,400

Question 3:  (10 marks)

Betty’s Bakery is thinking about expanding into another factory.  The factory will be leased at a cost of $42,000 per year for 15 years.  Production machinery with an estimated life of 15 years will be purchased for $1,200,000.  This machinery will be in a CCA class that can be depreciated at 20%.  At the end of the 15 years the machinery is expected to be worth $25,000 and it is expected that it will be replaced.  The factory should provide a pre-tax cash flow of $225,000 excluding the items listed above.  If Betty’s Bakery has a cost of capital of 15% and a tax rate of 35%, what is the NPV of this expansion?

Question 4:  (10 marks)

Wilma has been speculating in the options market.  She has just bought ten of each of the following options.

Security
Type of option
Option price
Strike price
Current security price

A
Call
$15.32
$104
$117.25

B
Call
$ 1.27
$ 40
$ 39.75

C
Put
$ 0.52
$105
$125.00

D
Put
$ 8.92
$ 32
$ 12.50

Calculate the parity (intrinsic) value and time value of each of the options.

If the price for the securities on the day that the options expire are; A $120.75, B $37.50, C $97.50, D $29.00, what will be Wilma’s net profit?

Question 5:  (10 marks)

Consider three countries A, B, and C.  The spot rates are currently; S(A/B)=1.37, S(B/C)=0.00721.  How many units of currency C will one unit of currency A buy?

Assuming that purchasing power parity holds, the expected rate of inflation is 3% in country A and 17% in country B, what is the expected spot rate S(B/A) one year from now?

What should the forward rate F(B/C) be if the risk-free rate is 20% in country B and 6% in country C?

Assuming that FRUPS holds and the forward rates are unbiased predictors of expected spot rates, find F(A/B) and Se(C/B).
Note: this does not hold for financing projects so e is also acceptable
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