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FEDNEREEESEATE, F2UER.

1) Assume Forrest Corporation debtholders are promised payments in one year of $42 if the firm
does well and $18 if the firm does poorly. There is a 50/50 chance of the firm doing well or poorly. If
debtholders are willing to pay $28.65 today to purchase this debt, what is the promised return to
those debtholders?

PIGERE . INA—FRESF/MFRS TREIREEE, SRKERZMGSFNSE, Kiltm®, EEETEiR promised
return, EWIHE ORIREAE NG SR,
A) -4.7 percent
B) 4.7 percent
C) 3.8 percent
D) -3.8 percent
E) 4.5 percent
fREYIZEHE: KEd [ HE:

2) Rachel owns 100 percent of a gift shop with an equity value of $150,000. If she keeps the shop
open 5 days a week, EBIT is $75,000. If the shop remains open 6 days a week, EBIT increases to
$92,000 annually. Rachel needs an additional $50,000 which she can raise today by either selling
stock or issuing debt at an interest rate of 7 percent. The principal amount would be repaid at the
end of the fifth year. Ignore taxes. What will be the cash flow for this year to Rachel if she issues debt,
remains open 6 days a week, and distributes all the residual cash flow to the shareholders?
FRXCEEAE: Rachel BEEGERFEKEWRTE, REFENRARAIRENFIRNER.

A) $71,500
B) $65,000
C) $46,125
D) $81,500

E) $88,500
fREYIEHE: XIEd /A
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3) Which one of the following is a direct, rather than an indirect, cost of financial distress?
PIGERE: IRFIMSEIENERNDS, MARHEEE. P, HNEE5RE TRKHRAVEERZ.
A) Fees paid to financial advisors related to bankruptcy matters
B) Loss of customers due to concerns the company will close
C) Loss of a key supplier due to late payments to that supplier

D) Money spent to send a mailing to customers dispelling any and all financial distress concerns about
the company

E) Key employee leaving for another job due to concerns over job security given the company’ s
financial status

fREGESE: KRB /18

4) Is there an easily quantifiable debt-equity ratio that will maximize the value of a firm? Why or why
not?

FXIEfR: BREEE— I AERBHEL. EBEAMATNENESNELL? NHtAa?
EEX:
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5) Shareholders sometimes pursue selfish strategies when the firm experiences financial distress.
These actions generally result in:

RXGERR . ARBAVSEIRE, RARNEHRREE SIEBRAEIRGIE?
A) undertaking scale-enhancing projects.
B) no action by debtholders since such strategies are shareholder concerns.
C) lower agency costs, as shareholders have more control over the firm’ s assets.
D) agency costs to bondholders.

E) investments with risks similar to those of the current firm.
{REDISERE: XHIEM /iR

6) For the next 30 days, the bondholders of Sound Effects have the option of exchanging their bonds

for common shares of the firm’ s stock. As a result of these exchanges, you should expect the
firm’ s debt-equity ratio to

RIGERR . GERE NGRS EERE, RASHMRNNINEEWL?
A) decrease; increase
B) increase; remain constant
C) increase; increase
D) decrease; remain constant
E) decrease; decrease
fREYIEHE: KREd [ HE:
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7) The optimal capital structure has been achieved when the:
PIGEMR . RMAREHENEIRICFUNFZIE?

A) debt-equity ratio is equal to 1.

B) weight of equity is equal to the weight of debt.
C) cost of equity is maximized given a pretax cost of debt.
D) debt-equity ratio is such that the cost of debt exceeds the cost of equity.
E) present value of the financial distress costs equals the present value of the tax shield on debt.

REGIER: KRB /18

8) In a world with taxes and financial distress, when a firm is operating with the optimal capital
structure the:

FRSRRR . FERWAIV SEIRR AT, Bl FRAZREMTRETA?
A) weighted average cost of capital will be maximized.

)
B) required return on assets will be at its maximum point.
C) firm will be all-equity financed.

D) overall benefits of debt have all been realized.

E) debt-equity ratio will be minimized.

REDERR: RIREH /R
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9) One of the indirect costs of bankruptcy is the incentive to underinvest. Such underinvestment
generally would result in:

RXGERR . T EERAZ —BRERE. ERSHE W EFELTR?
A) the firm selecting all projects with positive NPVs.
B) the firm accepting more projects than it would if the probability of bankruptcy was ignored.

C) bondholders contributing the full amount of any new investment, but both stockholders and

bondholders sharing in the benefits of those investments.

D) the firm turning down positive NPV projects that would clearly be accepted if the firm were all-equity

financed.

E) shareholders making decisions based on the best interests of the bondholders.
{REYIZESE: KEEH (R
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