
product (Dataproducts LZR 1260) eq {2 setpapertray} if

product (HP LaserJet IIISi) eq {1  setpapertray} if

end grestore  
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Your name: __________________________________________________

You have 120 minutes (two hours) to complete this examination.  Please write your answers on the exam.  If you need extra room, feel free to use the back of the exam (as long as you note that you are doing this).  This is a closed book, closed note exam.  You are also not to rely on your neighbors for assistance while doing this exam.  This exam totals eighty points and forty percent of your final grade.  The point value of each question is given before each question.  Don’t worry if it’s hard or you can’t finish in time; the grades will be curved.

May the Force be with You!

Section 1.  Multiple choice.  Circle the best answer.  There are six questions in this section.  Each question is worth 1 point, so this section is 7.5% of the exam.  There is no partial credit here.  Either you circle the right answer or you don’t.  There is no penalty for guessing incorrectly.  In other words, don’t leave any of these questions unanswered.

1. Which of the following would be considered to be a derivative?

a)  A bond.

b)  A loan.

c)  A share of common stock.

d)  A share of preferred stock.

e)  A swap.

2.  Higgins defines Return on Equity to be the product of three ratios.  Which of the following is NOT one of the three ratios that multiply together to form Return on Equity?

a)  Asset turnover.

b)  Collection period.

c)  Financial leverage.

d)  Profit margin.

3.  Which of the following was an employee of Arthur Andersen?

a)  David Duncan.

b)  Andrew Fastow.

c)  Kenneth Lay.

d)  Michael Oxley.

e)  Jeffrey Skilling.

4.  Which of the following types of auctions is NOT incentive compatible?

a)  A Dutch auction.

b)  A first-price, sealed bid auction.

c)  An oral-ascending auction.

d)  All of these auction mechanisms are incentive-compatible.

e)  None of these auction mechanisms is incentive-compatible.

5.  Suppose last year a barrel of oil cost $60 and a Euro was worth $1.25.  Suppose this year a barrel of oil costs $100 and a Euro is worth $1.55.  From the perspective of, say, a German consumer, the Euro-denominated price of oil has changed from last year to this year by approximately…

a)  -32%.

b)  +24%.

c)  +34%.

d)  +67%.

e)  +107%.

6.  Increased inflation would tend to change…

a)  The intercept, but not the slope, of the Security Market Line.

b)  The median investor’s level of risk aversion.

c)  The slope, but not the intercept, of the Security Market Line.

d)  Both the slope and the intercept of the Security Market Line.

e)  Neither the slope nor the intercept of the Security Market Line.

II.  Short answers.  There are eight questions in this section.  Each is worth 6 points so, in total, this section represents 60% of the exam’s points.  All of these questions should be answerable in three or fewer sentences.  Indeed, I WILL NOT GRADE ANYTHING BEYOND YOUR FIRST THREE SENTENCES.  So please be concise and straightforward!

7.  It seems unfair, on a level, that Jeffrey Skilling got a much longer prison term than Andrew Fastow received.  What justification might one provide for their asymmetric sentences?  (6 points)

8.  Suppose Sarbanes-Oxley has discouraged some international firms from registering their securities in the United States.  In what sense might this be bad news?  (3 points)  In what sense might this be good news?  (3 points)  (6 points total)

9.  Why might auditing be a difficult industry for a new entrant?  (6 points)

10.  Alles et al. (2004) argue Sarbanes-Oxley is a prime example of the “law of unintended consequences.”  What were some of the legislation’s consequences that were not, perhaps, fully anticipated?  (6 points)

11.  Consider a plot of a firm’s Weighted Average Cost of Capital as a function of the amount of money the firm wishes to raise.  We generally depict this schedule to have a jump or a kink.  What is going on at that jump point?  (6 points)

12.  In Google’s IPO Dutch auction, bidders paid the lowest bid that sold all the shares Google wanted to sell.  That clearing price turned out to be $85/share.  Suppose, instead, Google had charged each bidder the actual amount they bid (which could have been more than $85).  How might bidder behavior have been different?  (6 points)

13.  Governmental entities are often accused of engaging in capital rationing.  What would be the likely consequences of capital rationing?  (6 points)

14.  We showed data in class that Yahoo! and Value Line have estimated sizably different values of Dell’s beta.  How could this happen?  (6 points)

III. These three problems are worth 26 points total, so 32.5% of this exam’s grade.  Please show your work.

15. On May 12, 2008, the price of a first-class stamp will go up one cent to 42 cents.  However, unlike previous postal rate increases, “Forever” first class stamps purchased for 41 cents each before the rate increase will still be valid for usage.  (New “Forever” stamps will cost 42 cents starting May 12, 2008, but there’ll be no need to add supplemental postage to “Forever” stamps purchased as late as Saturday May 10, 2008.)  In this problem, we ask you to consider the optimal stockpile of “Forever” stamps one should purchase prior to the rate increase.  Assume there are no costs of queuing to buy stamps prior to the price increase.  Also assume there are no costs of storing the stamps nor risk of losing them, but you do bear the financing costs associated with your pre-price increase “Forever” stamp purchases.  Assume, for computational simplicity, you consume, on average, one first-class stamp per day over the course of your life.

a) Suppose you buy seven “Forever” stamps on Saturday May 10, 2008 for 41 cents each.  Assume you’ll use the seventh on Saturday May 17.  What is the annual percentage rate associated with your 41 cent investment in that seventh “Forever” stamp, used a week later? (2 points)

b) Suppose you buy 365 “Forever” stamps on Saturday May 10, 2008 for 41 cents each.  Assume no further postal increases but that you’ll use the 365th stamp on May 10, 2009.  What is the annual percentage rate associated with your 41 cent investment in that 365th “Forever” stamp, used a year later? (2 points)

c) Suppose your marginal cost of capital is 8%.  Again, assuming no queuing and storage costs and no risk of losing your stamps, what is the optimal size of your pre-price increase “Forever” stamp inventory?  (5 points)

16.   Consider two mutually exclusive projects.  Project A entails an up-front investment of $100 with positive cash flows of $50 in each of the next three years (Year 1, Year 2, and Year 3 all have positive cash flows of $50).  Project B entails an up-front investment of $120 with positive cash flows of $80 in each of the next two years (Year 1 and Year 2).  

      a)   Suppose your cost of capital is 10%.  Which of the two (or neither) projects would you undertake? (4 points)

b) Suppose, instead, your cost of capital is 6%.  Which of the two (or neither) projects would you undertake? (4 points)

17.  Suppose the risk-free rate is 3% and the market risk premium is 6%. 

a) What rate of return do we expect on a portfolio with a beta of 0.5? (1 point) 1?  (1 point)  1.5?  (1 point)  (3 points total)

b) Suppose the market as a whole fell 10% last year.  What was likely the realized return of a portfolio with a beta of 0.5?  (1 point)  1?  (1 point)  1.5?  (1 point)  (3 points total)

c)  Suppose the market as a whole rose 18% last year.  What was likely the realized return of a portfolio with a beta of 0.5?  (1 point)  1?  (1 point)  1.5?  (1 point) (3 points total)
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