B TP sk R BN T B AR AR - SEATF 5 AR SR A
R MAESETETZT §. 28 R M _ehm [ #

1.(15%) It has been suggested that one disadvantage of comnon
stock financing is Lhat share prices tend to decline in
recessions, thereby increasing the coat of capital and deterring
investment. Discuss this view. Is it an arguent for greater
use of debt financing?

2. (15%} Discuss this statement: The cost of retained eammings is
19=;=; than the cost of new outside equity capital. Counsequently,
ik is totally irraticnal for a tirm to sell 3 new issus of stock

and te pay dividends during the same year.

3.(15%) Two large, publicly owned firms are contenplating a
merger.  No Dperatlng oynergy is expected.  However, since
returns on the two firms are not perfectly pesitively correlaled,
the standard deviation of earmnings would be reduced for the
combined corporation. One group of consultants argues that thi
risk reducticn is sufficient grounds for Llie merger. Another
grecup thirks this type of risk reduction is irrelevant because
stockholders could themselves hold the stock of both companies
and thus gain the risk reduction benefits without all the hassles
and expenges of the merger. Whese position ig correct? (15%)

- (15%) . Ron Redwine, Ainancial manager of Blum Industries, is develop-
ing the irm's opnm.:tl C 1pml budget for the coming year. He has identified the Hve poteneial
projects shown below. Projeas B oand 8* are muually exclusive, while the remainder are
independent. Neither B nor B are cssential to the firm's operations, so replication is naot

mandatory.

Project Cost CF,.n Life (N) IRR NPV
A $400,000 3119320 3 15%
B 200,000 56,863 8 13
B* 200,000 33,397 10 12
C iG0.000 27,057 5 11
| 300,000 79,139 3 10

The folicwing information was developed for purposes of determining Blum's weighted
average cost of capital (WACC):

Interest rate an new dehi 8.0%
Tax rate 400%
Debt ratio 60.0%
Current stock price, Py, $20.00
Last dividend, Dy $2.00
Expected growth rate, g 6.0%
Floration €ost on ¢common, F 12.0%
Expecied addition to rerained earnings £200,000

The firm adjusts for differential project risk by adding or subtracting 2.0 percenlage poines 1o
the Kirm's rnarginal cost of capital.

a. ; &
Caleulate the WACC, and then plot the company’s 105 and MCC schedules. What is th

frm's marginal cost of capital for capital budgeting purposes?

b.
Assume initially that il five projects are of average risi. What
budger? Explain your answer fully,

o, B T . . . -
In reality, companies like Blum have hundreds of projects to evaluate each ver, henge

it is gencrully not practical o drav the [0S and MCC schedudes which inclugdy ey
potential project. Now suppase this situation exists for Blum. Suppose also that e COm-
pany has 3 divisions, L, A, and H, with low, average, and high risk, respectively, and gy
the projects within each division can alsa be grouped into three cisk categories, Descpihe
hosw Blun might go about steucturing its capital budgeting decision process and cliggs.
ing its optimal set of projects. For this purpose, assume that Blum's overall Wage I
e\“m.ued uy he 110 percent. &s part of your answer, And appropriate division;| and

IR TRTT [PEU SRR E o S puy D DRI JUR |

is Blum's optimal capttal
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Aﬁ]‘ Lo I. BALANCE YOUR PORTFOLIO WITH BOND FUNDS

Bond tunds aren’ quite as tough 2 sell as snow Lo
. an Esklite these days—hut neither are Dhey far
behind, The red-hot equity meriet has made these normally siald
investrment vehicles leok downrighl comadone ol late, and no doubt

you may st be sposked by Lhe dribbing that bonds took in 1994,
Yel lhete are somve good reasens to conslder these lunde now, The
firs! is diversification. W your Jund porttolic is starting to look Yike a purs
egullies play—and with balleaning slock values, many are—now's tha
time to cffset 1hat exposure with boads, Second, Il you have a speel!-
Ic savIngs goal in mind, Mke & down payment on & house or leoming cal-
lege luition years, there's g1l no mateh for 2 shork 1o inlermedlate-
term bond fund for & decent, conslstent rate of return, Third, If you're
2 money market investor who's tisappointed with 1985 nearly invis-
ible payouts, a bond lund can at laaat provide & dollap more of Iicome.,
. Dar't nizke tho mistaha that all bosd funds pre traated squal, though. hust

WHAT YOU GET—AND
' WHAT YOU RISK—
o Fr——4 WITH BOND FUNDS
o0 Avg. anmual ELLHERY Y AN
Elim_ IJ.S- l’d'i'l I.I.S gu\«t.
S-year C6.0% B L
10-year B 6.8_70 | B.E:‘b
ok -0.7% -3.2%

:n tert yrs, JLES IR Tl gl 84

Answer the [ollowing questions either in Chinese or English, Pleass be short and precise and do

nat exceed he maximwn number of figes suggested for each question.

Article I

I-1. (10%)What daes this article advise you in terms of investing vour money? {(Maximum 4

lines)

. Gereral’. JE Ceirp. dohl,

‘8.3% B

_ 96%
B2 9.6%
—5.9“ '—3 6:0

SR qFL-"H Ind r.l- Bz, 3 :

as equitydund fnvesting Imvolves & risk-tolecance gt check, sa doms hond-
bum! imeesiing. Atter all, people lesa meney in bonds teo: During 1994, lang-
term Treasury bond fundy lost nearly 6%, on gverage. On this scare, it pays
ta remember one basle rule of riak: With each percentage pofst change in
irlerest rates, bond prices move in the opposite direction proporionale ta
the bond‘s durstion {{he average welghled fime il takes to receive 4 bond's
cath flowl. A simple example: A ten-year zero-coupon Treasury bond has 2
duration of 1en, so it will drop 10% if Interes? rales climb ene percentage
peinl. But, a {en-year £% conpon band has a durellon of seven, so its price
would faR 7% with the same uptick [n Interest rates,

To minlmize volalilily, stlzh 1o & shorl bo tntermediale-maturity fund,
where prices are relatively slabie, Lately the difference betwesn short- and
long-ferm rates Is so sl that you give up almost nathing by EOing with
a short maturity ol, =ay, fve years, “Intermediatu-tarm bords have fwo
thivds of tie yield of long-term bonds, bt only haf tha volatility,” says David
MacEwsn, a muni fund manager al Benhamt, And considering how Ught the
spread Is batweer corporate and gevernment bond ylelds these days, gov-
ernment bonds lgak like @ belter deal, “With corporate bond funds, you're
also assuming the eredit risk of tha company, with the reward helrg a high-
er yield," says thhotson con-
sultant Reb Cummibsined,

shufcipal hfgls-grade

"Now {he ylelds are so close
thel you're not getilng the
premiuen on the fivestnent.”
In fate February, the spread
helween [ong-lerm corporata
bonds and Treasurles was
ust 68 basis points.
Malor tund lamilics offer
a choice of hond-fund
calegorics to salialy
different appeti-
les for risk and re-
ward. Bul refiem-
ber, don't jet bond
funds domirale your portfolie
it you wanl growth. For that, you slilt
nead the wild and weotly stack

i
: . 8 m markel. - Andrea L. Prochvisk

1-2, (}0%)According to this article that the spread bctwccn the long-term corparate bonds and
Treasuries was tight, so few and why should investor reallocate their meniey among these two

allernatives? (Maximum 6 lines)
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Avticle T

IS THE STOCK MARKE

TOO PRICEY?

There's nathing like a scary slock market
thioip to pRt nvestors wemdaring whether
the market is oo high, Consider; The Dow
went from 3834 at the starl of 1995108 record
%647 befare sliding 171 points on Masch 8 ke
cause of waries over Tising inferest rates. Fuel-
ii1g 1hat vearlom rise has been a flood uf cash
(e indivicduals. Jn January akme small inves-
1oss poured $29 billion of brsetwold asscts
ioto stack mutual
funds, which is
about 37% more
than the previous
one-month record
of $18.4 billiow,
February's 1nflows
luok as if they'll
zlso be off the

charts.

All bt drovwned
out by the mar of
killions of deilars
pranTicg inla the
markel ae a few
faint vpices wain-
ing that the good
tippes can't 125l
Savs Robert Far-
ebl, Merrill Lyich's
senivr invesiment
acduiner and a stu-
gt of =lock mar-
hiet  cyeles for
nearly d0 vears:
“Ten wonred thi
prople live pot-
fon 1o vplimis-
iz abant stocks,

ey prarkel tends Lo Te mel witll skapRicism
sl of e wie upy Yl thets comes @ poimt
whien the Frae of vigk is ouertihen f the fearof
rapssieg onL Thae » when people pet carricil
wam, e the moncy slarts praring, in” The
billen-dol T question, then, ie, Wall fa -
phenic highs be abliteratethtay anast g Bick-toe
tezlity cragh? And 1f so. when? The frighnen-
ing market swings in catly March sugges il
wincks are vulnerable. But more relinble indi-
cators are (g be found in the classic birome-
lers—price-tao-hook-value ratios and Uivideml

yiglis—that Wall Sreet uses 10 pauge wheller
stock valuations have gone ofl the deeyr endl.
Tlwase indicators all point ta the same slarm
ing tren; Prices do seent o e goiting vt of
lard. The price-to-book-value Tatin mn 1he
S& %, now about 3.5, is wniles abiove its hishni-
cal average of 1.8 and the highest it's been for
al Yeast W years, Dwidend yiglds, which have
averaged about 4.3% over the past T yoors,
aow languish at 2 paltey 2.2%. “That anemic
level is helow even the scary depths dividend
yields reached before e 1929, 1672, and 1947
market drops. In fact, it is the fowest it has
becn since 1926, Qther waluation @measures,

" L
e T
-

Dow's s

% causing *;
worrisome -
X vajuations

Tike prico-ln-saies o the ratw of stock markel
walua to (T akso apoear avereatended, |
S what Joes itall nean? Worriers like Far-
pell explain it minkets often stay greervaloed
for long steelches of time before they come £a-
reening back 10 justifiable price Jevels, but even-
iy ey abways do. " Regression 4o the mean
is what matkets aze all alsout,” says Farecil,
Bullish analysts have jumpad fo explain
wly the market dynamics are dillcrent 1has
vime. For une thing, they arpue. the classic
mieasures af vilue have become owimeded.
The uselulness of baok value, for example, |
has detedoratel because of changes in how
companies account for write-tlowns and ac-
quisitions. Also, the growing, number of suc-
cessful companics in the market index with

i [IJividal.nil vield
S (oF Ike SEP 500 7
(9 [vearly overngos)
'y . '

beck-valua rolio

L far e SAE 500
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Acrticle IT

II-3. (20%)What are the bearish and bullish argumems regarding the US equity market in this

"inp in shareholders’ hapds,

small buok values but valuable fritangible as-

_ sets—information and technology companies,
- for inslance—reduces the relevance of this
" measure. Similarly, some analysls contend

that dividend yields ou Jonger maHer as much
because by repuichasing Lheir own shares,
corporations are actually

Through restruclurings, hicavy layoffs, and am-
ple use of leverage, corporate profits have been
growing twa 1o four Iimes fasier than the un-
derlying econonty sinee 1991, Al the end of
1945, conscnsus estimates by Wall Sircet ana-

Iysts showed a forecasted 15% earnings jump
for this year. Dut already il

paying out more of their
earnings than is apparct.
Share buvbhacks boost the
vaiue ol the stack remain-

“1f the
economy
slows, then

But Laszlo Birinyd, pres- -
ident of Birinyl Associates,
a financial consulting fiem,
disagrees, saying buyhacks
have less impact than is

we've got big
problems.”

has beeome clear that earn-
ityges for the first guarterwill
fill shori of those rosy ex-
pectations, reflecting a

- slowing economy and lack-
luster consumer spending,
Security analysts typically
grow more conservalive
about estimates as Lhe year
wears on. But recently, for

widely belicved. "The net
shrinkage has been overstated by considering
&l pnenounced buybacks as effective reduc-
tions in the sumber of outstanding shares,”
says Birinyl. [n fact, he says, only about 40%
of annnunced repurchases are actually acted
on, and less than half of those shares are
Laken vut of circulation; most are simply [ed
into employes benefits programs. This un-
derscores the argument that dividend yields
are at dangerous lows,

The one issus every analyst and money
Mmagager can fgree 1o worry about is the earn-
ings momentum of American companies. The
past few years have been a boon to the bottom
lm::, as izt profit margins at S&T 400 eompa-
nies approach their highest levels in 40 years,
and returns on equity head to new highs. But
these gains will not be sustainable if the econ-
omy stows —and despite a recent drop in un-
employment, a slowdown is sqiff the big con-
cerm, At 18,8, the wziling PAE mtioon the S&F
remains in reasunable territary, based on his-
torical fevels and the current fow level of in-
terest rawes (the market P/E has averaped
about 14 over the past () yearcs and was 21 jusl
Lefore the 1987 crash). Dul according to Salo-
meon Brothers' chief equity analyst David Shul-
maa, the PE ratin is the only valuation neas-
trre that makes the startling rise in the market
seem regsanable. Says Shoelman: “IT the econ-

~ omy slows more and suddealy we find that the

‘I isn't there, then we've ot big problems.”
Akso frefling abeut the "E™ is Tack Bugle,
chaitman of the $193 biltion Vanguand family
ol mutual funds, According 10 him, “Corpo-
ralions have dug decp fo stim down and
increuse sharcholder value, bul us the coon-
nmy slows that can't go on mueh longer.”

- pretty pand ma-

the first tiine in two years,
analysts have rc.duce.d their estimates by more
than the hislorical porm. “I'm very concerned
that earnings estimales are coming down fasier
than people ware expecting,” says John Rogers,
whao manages $1.3 billion for Aricl Capitat
Management. Decause of increasingly disap-
pointing eamings, he expects at minimum a
20% decline in the major blue-chip indexes
over the nexl 12 months. For smaller-cap

growth sincks, which rypically suffer more ina

market decline, he 1 forecasting a nastier drop
of 307 to 35%. Ultimaicly, says Rogers,
“vou're buyirg a share in a business,
ard if the busingss is not eaming

55 much, that share should be

“worth less."

As for the little guy
who toatinucs poiring
money into stock
funids in hopes of
replicating last
yoars M% refun,

i's agoad timig 1o
ask yourself: Do

you really want to

be heavily expased

tq stocks wien the dzl-
uge of money stops?
With the slock allo-
catinn in yout port-
folio new much
bipper because of

the et ket's win-

ning streak, if's a

menl lo take
wnng money off
lhe Lible,

article? Do-you agree with them? (Maximum 10 lines)
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