25/03/19
THM 415: Finance

Midterm Exam

1. Briefly explain how information affects shareholders’ wealth? (2 Points)

--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
2. Kagawa Hotel had recorded the following income statement accounts sorted in alphabetical order:

	Cost of Goods Sold
	$2,023,569.00 

	Interest Expenses
	$314,528.00 

	Operating Expenses
	$468,932.00 

	Sales
	$6,053,987.00 


In addition, since Kagawa Hotel owns 64 % shares of Shinji Company, it is entitled to $ 875,023 of dividends income from that very company. Moreover, Kagawa hotel’s board of directors decided to distribute $ 312,333 as dividends to their shareholders.
The following table reveals Income Tax Rates for Corporate Income for 2018 fiscal year:

	Taxable Income
	Marginal Tax Rate

	
	

	$ 0 – $ 150,000
	20%

	$ 150,001 - $ 325,000
	24%

	$325,001 - $ 600,000
	28%

	$ 600,001 - $ 875,000
	32%

	$ 875,001 - $ 1,250,000
	34%

	$ 1,250,001 - $ 2,250,000
	36%

	Over $ 2,250,000
	38%


Lastly, the following table shows dividend income exclusion to avoid double taxation at corporate level.

	Ownership Interest
	Dividend Exclusion

	 
	

	Less than 10 %
	25%

	10 % to 34.99 %
	40%

	35 % to 54.99 %
	55%

	55 % to 74.99 %
	70%

	75 % to 89.99 %
	85%

	90 % and more
	100%


a) Construct Kagawa Hotel Income Statement for the year ended December 31st, 2018. (2 Points)

Moreover, the following is Kagawa Hotel’s comparative balance sheet as of December 31st, 2017 and December 31st, 2018:
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Assets

  Current Assets

Cash$1,036,304$2,725,002$1,688,698

Marketable Securities$53,070$62,018$8,948

Accounts Receivable$236,300$254,732$18,432

Inventory$353,201$223,419($129,782)

Other Current Assets$35,287$22,874($12,413)

  Total Current Assets$1,714,162$3,288,045$1,573,883

Gross Plant and Equipment$1,453,000$1,881,053$428,053

  Accumulated Depreciation (less)$501,463$645,213$143,750

Net Plant and Equipment$951,537$1,235,840$284,303

  Total Assets$2,665,699$4,523,885$1,858,186

 

Liabilities & Owners Equity 

  Current Liabilities 

Accounts Payable$423,877$514,235$90,358

Accrued Expenses$33,694$38,099$4,405

Short-term notes$257,235$314,314$57,079

  Total Current Liabilities$714,806$866,648$151,842

Long-term Debt$504,419$216,233($288,186)

Total Liabilities$1,219,225$1,082,881($136,344)

Common Stckholders' Equity 

Common Stock - Par Value$1,000,000$1,243,600$243,600

Paid in Capital$23,621$43,023$19,402

Retained Earnings$422,853$2,154,381$1,731,528

  Total Common Stockholders' Equity$1,446,474$3,441,004$1,994,530

   Total Liabilities & Stockholders' Equity$2,665,699$4,523,885$1,858,186

Kagawa HotelComparative Balance Sheet

As of December 31

st
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st
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b) Construct Kagawa Hotel Statement of Cash Flow for the year ended December 31st, 2018. (3 Points)

c) Calculate the Quality of Earnings. Interpret your result. (1 Point)

----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
d) Calculate the Capital Acquisition Ratio. Interpret your result. (1 Point)

----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
e) Based on the income statement (prepared in part a), comparative balance sheet and cash flow statement (prepared in part b), analyze the financial situation of Kagawa Hotel for the fiscal year 2018. (3 Points)

--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
3. In 18 years, you would like to have $ 235,000 to pay for your child’s education who just was born. If you have only today $ 10,550, at what rate must it be compounded weekly for it to grow to needed amount in 18 years? (1 Point)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

4. After examining the various interest rates opportunities, you find that you can borrow from finance company at 24.72 % compounded quarterly, or from bank A at 24.03 % compounded monthly.

a) Which alternative is the most attractive? Why? (1 Point)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

b) If you wanted to consider Bank B which offers continuous compounding. What is the maximum interest rate suggested by this very bank to start thinking about the offer? (1 Point)

--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
5. Burak wanted to buy a home that costs $ 505,000. He took a 10-year mortgage loan with semi-annual payments at an annual rate of 4.04 %.

a) How much will Burak pay each period? (1 Point)

----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

b) Fill in the amortization schedule. (3 Points)
	Period
	Amount Owed on the Principal (Beg. Period) ($)
	Annuity Payment ($)
	Interest Portion of the Annuity ($)
	Repayment of the Principal Portion of the Annuity ($)
	Outstanding Loan Balance ($)

	
	
	
	
	
	

	1
	 
	 
	 
	 
	 

	2
	 
	 
	 
	 
	 

	3
	 
	 
	 
	 
	 

	4
	 
	 
	 
	 
	 

	5
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	10
	
	
	
	
	

	11
	
	
	
	
	

	12
	
	
	
	
	

	13
	
	
	
	
	

	14
	
	
	
	
	

	15
	
	
	
	
	

	16
	
	
	
	
	

	17
	
	
	
	
	

	18
	
	
	
	
	

	19
	
	
	
	
	

	20
	 
	 
	 
	 
	 


c) Suppose that exactly after 6 years, mortgage interest rates fell to 3.25%. If Burak has the chance to refinance his loan at that very interest, how much would he pay (on a semi-annual basis) for the remaining 4 years of the loan? (2 Points)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

d) If such a refinance opportunity is associated with paying a prepayment penalty fee to the bank of $ 3,250, would Burak refinance his loan? Why? Why not? (2 Points)

--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
6. Upon evaluation of the distribution of returns of Dorukhan company, the following possible rate of returns for the upcoming period as long as their probability of occurrence are estimated:
	Probability of Occurrence
	Rate of Return on Investment

	
	

	6%
	-10.53%

	9%
	-7.43%

	11%
	-4.02%

	13%
	-0.55%

	15%
	3.14%

	17%
	8.56%

	12%
	11.85%

	9%
	14.73%

	5%
	16.77%

	3%
	20.36%


a) Calculate the Expected Rate of Return of Dorukhan Company stock. (0.50 Points)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

b) What is the risk of the investment in Dorukhan Company stock as measured using the standard deviation of possible future rates of return? (2 Points)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

7. Shinji bought some stocks of Kagawa Company worth of 2,458,963 TL 8 years ago. Following is the beginning value of Shinji’s bought stocks 8 years ago as well as the values at the end of each year up until today (the end of year 8):
	Year
	Beginning Value (TL)
	Ending Value (TL)
	Annual Rate of Return

	
	
	
	

	1
	2,458,963.00
	2,584,861.91
	 

	2
	2,584,861.91
	2,663,441.71
	 

	3
	2,663,441.71
	2,548,114.68
	 

	4
	2,548,114.68
	2,515,498.81
	 

	5
	2,515,498.81
	2,659,133.80
	 

	6
	2,659,133.80
	2,903,508.19
	 

	7
	2,903,508.19
	3,136,950.25
	 

	8
	3,136,950.25
	3,132,558.52
	 


a) What will be the annual rate of return that Shinji expects to earn next year, if he plans to continue holding Kagawa Company stocks? (1 Point)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

b) What annual rate of return that Shinji expects over a five-year horizon from holding Kagawa Company stocks? (1 Point)

----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

8. What can be concluded as far as financial markets’ efficiency after year 2000 is concerned? What is the rationale behind this conclusion? (2 Points)
----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

9. Suppose you recently graduated from Bilkent University Department of Tourism & Hotel Management and you are evaluating an investment in two companies’ common stocks. You have collected the following information about common stock of Firm A and Firm B:

	
	Expected Return
	Standard Deviation

	
	
	

	Firm A's Common Stock
	17.86%
	12.43%

	Firm B's Common Stock
	25.33%
	19.76%

	
	
	

	Correlation Coefficient (A - B)
	-0.23


Furthermore, suppose you decided to invest 60 % of your fortune in company A’s common stock and the remaining in company B’s common stock.
a) What is the Expected Rate of Return on your selected portfolio? (0.50 Points)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

b) What is the Risk of your portfolio measured as a standard deviation? (1 Point)

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

10. What are some of the drawbacks of using Beta as a tool to measure portfolio risk? (2 Points)
------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
GOOD LUCK!
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