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FEIE in the blanks by choosing the appropriate term from the following Hst: lease,
funded, floating-rate, eurobond, convertible, subordinated, call, sinking fund, prime
rate, private placement, public issue, senior, unfunded, eurodollar rate, warrant,
debentures, term loan, '

A Debt maturing in mere than 1 year 15 often called _ debs.

b An izsue of bonds that is seld simultancously in several counmtries is called
a(t) |

¢. If a tender ranks behind the firm's general creditors in. the event of ‘default, the
ican is said to be .

d. In many cases a firm is obliged to maks regular contributions to
any__. | which is then used to repurchaze bonds.

¢. Most bonds give the firm the right to repurchase or the bonds at
specified prices, : _ '

f The benchmark interest rate that banks charge 1o their costomers with good to
excellent credit is generaliy termed the , i

5. The inicrest rate on bank loans is often used to short-term interest rates, These
loans are usually calted : loans.

h. Where there is a{n} , securities are sold directly to 2 small
group of institutional investors, Those securities cannet be resold to individual
investors. In the case of a(n) , debt can be freely bought and
sold by individual investors. '

i. A long-term rental agreement is called a(n)

=

i Al . _. bond can be exchanged for shart;s of the issuing
corporation. '
=~ [16%)

ABC Corp. has a Price/Earnings (P/E) ratio (defined as the ratio of the current
price to last year's earnings, (£ /E,) of 15. ABC’s expected dividend payout ratio
is 30 percent and its expecied annual growth rate is [0 percent. '
a. What will be the cost of ABC’s equity implied by its current P/E ratio if the
assumptions of the Gordon formula are vaild?

b. What would ABC’s P/E ratio be if the cost of capital-were 25 percent?

¢. What would ABC’s P/E ratic be if its cost of capital were 15 percent and s
growth rate were 8 percent?

d. What do you leam from the relative P/E ratios about the apprapriate use of P/E
ratios? -

=~ {8%)
Dime # Dozen Diamonds makes synthetic diamonds by treating carbon, Each
diartond can be sold for $100. The materials cost for a standard diamond is $30. The
. fixed costs incurred each year for factory upkeep and administrative expenses are
$200,000. The machinery costs $1 miilion a year and is depreciated straight-line over
10 years to a salvage value of zero, :
a. What is the accounting break-even level of sales in terms of number of diamonds
sold? _
‘b. What is NPV break-even sales assuming a tax rate of 35 percent, a 10-year project
life, and & discount rate of 12 percent?

w7~ (12%)
‘Risky Company (RC) is about to issue a l-year bond. The bond will bear a .

coupon of 12 percent (payable at the end of the year) and have a face value of $1,060.

You estimate that the bond has & default probability of 10 percent and that RC will

pay off 70 percent of face value if it defaults on the bond. If the bond is priced at par:

a. What is the bond’s expected return?

b. What is the bond’s yield to maturity {YTM)?

¢. This time, however, assume that RC’s bond has a Z-year maturity. Suppose in each
of the 2 years the bond has a default probability of 10 percent and a payoff of 70
percent of face value in the case of default. Recalculate the expected retumn 1o 3
bondholder who plans to buy the bond (at par) and to hold it for 2 years {unless itp—.
‘defanlis at the end of the first year):

ratios _ - AAA AA A BBB BB B |-
Pretax Return on Total Capital(%) 242 221 171 144 138 9o Lo
Operating Income to Sales{%} 212 163 135 121 130 o8
Total Debt to Capitalization(%) 195 256 350 395 337 69

Pretax Interest Coverage 135 90 5.3 3.7 2.4 1.3
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The Making of a Market Bubble

By LAURA M. HOLSON and SAUL RANSELL

Issue in Depth
The New York Times: Your Money

'Ah,mpcnthcﬁmtdraﬁufhisttxy.

“TVillage Bécomes a Mexopolis.on First Trading Day,” roa:odzf
headline in The Los Angeles Times on March 20, 1999, describing the
tripling in the stock price of iVYillage, the onfine community for women
When Miningeo.com went public a few days Jater, The Wall _Straet
Journat called that Web forum “the latest Internet stock to strike ga_ld."
And a few days after that, Priceline.com ended its first frading session at
foutr times its offering grice, prompting USA Today to call it "ahot -
tickst."

Awful puns aside, those were heady days. The scven Intg-qct companies
thatsoidsharesﬂmtmmﬂ:wminﬂwvanguardnfﬂml@msthat
mads their debuts in 1999 before a public hungry for nothing but Net.

- Stock prices explodad out of the gate. Entrepreneirs became billionaires

overnight. And in the months thet followed, investors only clammegl for
more as the hysteria for anything dot-com reached fever pitch, belping
push the Nasdaq market index to its all-time high on March 10, 2000,

Mow for the rewrite,

The Nasdaq market's recent foul, even with last week's rebound, helped
bxingﬂmlﬁmﬁmhmkmm&urofthemmmpwiﬁﬂme
public in March 1999 now are izading below their offering prices:
Manhattan-based iVitlage, down 49 percent; OreMain.com, a collection
of Internet service providers, down 72 percent; Antobytel.oom, which
refers car buyers to dealerships over the Internet, down 74 percent, and
Ziff-Davis-ZDNet, which operates techaplogy Web sites, down 34

percent.
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The remainitg three -- About.com (the Web portal that began life as
Miningeo.com), Priceline.com and Muliex.com, which distributas
financial information -~ are trading at least 60 percent off their record
highs. (Priceline.com has performed most admirably, up 324 percent
fram its offering price.) .

Market pundits say Interet stocks were due for a carrection, Anyone
who read 2 prospectas knew that the dizzying sums that investors were
paying for unseasoned companies defied their fundamental worth. The
breesy days of Iast spring weze boond, Jogic said, to turp unwelcoming
and cold.

But how was it that the investing world suspended disbelief in the first -
place, letting the most irationally exuberant investors assign values to
thess companies? - ;

Put simply, it was in the interest of evervone involved to take advantage
of a frenzied market that, in more measured Hmes, would have seemed
absurd, Entrepreneurs rushed to get money - and fots of 1. Venture
capitalists were eager (o cash cut Invesiment banks ware bappy to -
oblige, And, of course, rapacious investors - big institutions and the

 man and woman on the street — clamored for their shares of the new

ECONOMmY.

 Itis too soon to close the book on the Ciass of March 1999; the Internet

stery is far from Over, No ¢xpert worth the titie can predict the
permanence of the damage caused by the market’s recent shakeout. And
investars are only beginning to decids which companies they think have
the most promising future. -

Even so, these companies are a microcosm for an Internet marketplace

whers the fortanes of companies have been made — and lost - virnatly
overnight. And their experiences shed tight on the roles that financiers,

entrepreneurs apd invesiors played in inflatng the Internet bubble until

it almgst burst,

“Try to think aboit it as Charfes Darwin meeting Adam Smith," said
Gary Rieschel, 2 pariner at Softbank Technology Pariners in Mountain
View, Calif, As in nzture, he explained, "the chacks and balances have

1o get ouf of whack for them 1o pet back in order.”

The Natocal Order of Things

Steve Smith, 2 founder of OnaMain.com, knows about the natural order
firsthand, His cospany, &n Internet service provider (ike America
Online), went public on March 25, 1999.

. Even then, Smith recalled, he was warried that the offering price for his

company — $22 a share ~ was too high, even though bankers had

 discounted the value of his subscyiber base to the clientele of more

established peers. .
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But who was he 'tc- bicker over lus good fortune? "T wasn't poing to
argue with the market at that time," hesald_ '

MHEEELE FT  HE:

- This, after all, was & market that bad just bid up iVillage -- a company
that had struggled for several years to go public — from an offering
price-of $24 to a first-day ¢lose of $80.13. And those nutnbers did not
fully express the demand for dot-com shares; §Village's investment
bankers at Goldman Sachs had originally planned to price the stock at
$1210 814,

So 1Village became the standard against which other companies -
measured first-day success. Watching the exciterment about iVillage
mount, executives at Miningco.com decidad to put off their public
offering 50 itz shares, 100, cowld command more thaa the $12 ¢ $14 a
share that executives first expecied, recatled Dan Ve, an early investor
1n the company. It was a smart rove; bankers at Bear, Stearns priced
Miningco.com at $25 2 share. -
How could a rational market push the share prices of these nascent
cormpanies to such heighis? As he conducted the road show for
OnelMain.com, pitching the business to professional money managers,
Smith recalled, he was surprised that they did not ask many in-depih -

financial questions. OF his 72 ome-on-corie meetings with institntional

investors, he said, fewr ]astcdmureﬂlan-mminutcs. S

"I found people were only interested in the story,” he said. "They hadn't
read anything at all." ' : - '

Smihs stock hit a high of $39.5625 the déy it began trading, an 80

percent increase over the offering price. Cofleagnes at Morgan Stanley -

Deean Witter, where: he had beer: 2 banker for niné years, swooned, _

Soon, though, the stock price of OneMain.com began o slide — by June,
the shares were irading in the mid-teens - despite Smith's contention
that he was delivering on everything he had promised investors, '
including his subseriber projections. He said, however, that bankers at
what i3 now Deutsche Bank Alex Brown had failed to daliver oa two of
their promises: The analyst he haé expected o cover his company =it
the bank, Smith said, and its sales and wading desk did not support -
higher price. And that, he added bitterly, was despite Onehaincom's.
having paid fees of mom than $7 million. Deutsche Bank Alex Brown
declined to comment.

And so Smith, a 40-year-old Caltfomian, found lmnsclf acrosé fhe iahl;: |
from investors for 40 days last year, struggling to-pump up his stock - -

price. He was briefly soceessful — OneMain.com hit $33.125 last July,
during a two-week rodd trip that took him from San Diego to Boston,

- But the shares have since drifted downward, falling 87 percent since
their peak to close at $6.25 cn Thursday, even though he said the

company has met the samings and revenue targets it set for itself.
For Stnith, who owas 8 percent of the compeny, that decline has eraséd
tens of milions of dollars in his net worth,

- Other executives in the March '99 class said that ot least some investors

- inquired deeply into their companies and business models, but the
executives agreed that most professional money manegers bad ignored
fundamentals and just bet on stocks that seemed to have momentum,

"There is & herd mentality aroind Iternet stocks,” said Denie] L.

R R
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One of..the 505t prosperous investment banks in the technalogy world Js
{5oldman, Sachs; since 1995, it has helped take 54 Internet i
pubhf:. If Brad Koenig, Goldman's cc-head of technology investment

Rosensweig, chief executive of ZDNet,
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Even those who professed to be long-term fundamental investors turned
0ut 20 be shost-term traders, he.said. "You go.on the road show, and al
these people say they wilk hold forever. Then you get the first list of
shareholders and find oot they Bipped the stock right away. The best
you can hope for is thatﬂmywﬂlbuy.mstockbackmmedip." '

Yet once a stock fails out of favor, even good news will not nacessmly
restore i luster. A month ago, iVillage announced 2 $200 million
venture with Unitever, the consumer products giant. And while finzncial
anaiysts lauded the mews, investors ignored it.

" a.nnlollﬂﬂc highly strategic desls, and there is a0 movement n the
stock," said Candice Carpenter, the company's chief executive, "Poor
Pavlov's dog is confused; It doesn't know what to do.”

Of Risky Businesses

Like most of her peers, Carpenter atzibates ber company’s stock
pcrfonnance 10 an investing environment that now favors the business-
io-business Internet sector and Companjes promising a quicker patk to
quarterly profits, }

In an caglier era, that would have sounded ke an odd complaing:
compames generatly did not even go public untii they stood a Eood
<hance of defivering profits. So if the market is again demanding
earnings, it is only reverting to form, B '

In fact,sd:gcnmpmﬁcsd&vofedﬁﬂpagrsormomofiheir;ﬂspec{m
i suf;h warings, So much so, some analysts suggest they have Jinde
meaning, :

"The sk factors have become so cormeon they ar¢ almost mlcl'a.m.

said Scott Sigrelle, a-cofounder of Midtown Research Group, a
Manharan investment bpuﬁquc.

Because Internet companies were so young, he said, investment banks

relaxed their insistence op 2 management team that had long worked
together and on years of profitability befors taking a company public,
"A good investment bank has t constantly baiance the franchise versus
the revenne," Siprelle said. 'Bmﬂwoppurtunityhasbecnsolargcithas
been hard to be disciplined.”

Since Jan. 1, 198, investment banks have camed an essimated £2. 18
billion in underwriting fees for taking Inmernet companies pubiic,

""First of ail, you have to remember that investment banks and
undemriu-.rls were getting criticism for underpricing IPO's not oo fong
ago," Koenig said. He is right: banks took 2 drubbing all last year for
pricing offerings 100 low, supposedly 1o make the siock price soar in
Frst-day frading. .
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Now, with e—cmnmcrocstockssuffu:ing.liaenigsuggcstﬂhafit i
mfair to blame the same benkers for having get offering prices too high.

»Its oot ke you wake up one morming and price the1P.0." he saig. He

mrplamcdﬁmtpﬁdngwasaﬂrw-lofow-mmthmcfoommﬂm _

COMpANies againstihai:pcm.(:onsidcrahleﬁmcisspcmcxmmng
fondamentals. ' ' :

And sven established companies, like Yahoo, traded lower than their
offering prices in the early days, Besides, it fon's as thoiugh bazkers don'
exercise discretion: Goldman is one of the most selective, he said, and
surns away 15 companies for every one it takes public. o

'] don't think wé should be held accountable or responsible if a sector
falls out of favar,” Koenig said. L - .

Even in a2 momentum-driven cnﬂmnmmt, some finencisrs mm )

capitafists certainly play thair part in the making of fads.

When Jsaak Karaev and Jaraes Tousignans foundsit Meliex Sysiems
seven years ago, they wanted to hielp brokerage firms send electronic
research to-institutional clienfs. : :

wlhen the Tntemet happened,” said Karaev, the company's chief
execntive. "And alt our investors said, "This is an Internet play,’ We took
the oppeTiunity 10 changc.mn‘sclvgs.“ '

was the big play, 5o cveryone wanted us o jeilison everyling else 2nd
give it all away free,” Karaev tecalled, The founders agreed to change
the compary's name to Multex.com, but insisted on kesping the
institutional investor service, which accomitted for two-thirds of revenuz.

Their venrure backers should be grateful they did; now, business-to-
Uusi:nsslntcrnetcmnpmﬂesamhotwhﬂeﬂmscqatcringw@mm
mnﬁﬁmdw&ﬁm_saﬁ,ﬂ::.mmﬁﬂ?mﬂéimlfa"ﬁ:mialc-
markntplace.“wplaytuﬂmlatﬁtfr:nz!.'_ S

"Chur stratepy hasn't changed,” he sa:d. “The cha]ie:uge is which
compenent 1o highlight.” '

Rabert Greene, who invested in Multex at Chase Capifal, and {snowa
.iﬂFlaﬁmnPamm.cnmed&Sﬂmvcnmmmeyhaslmg“
followed trends. In 13 years as-aninvestpf,tmsaid,"Ispéntallmy-ﬁnm
going from one hot area to the peat.” R
Still, the Tntexnet era has been o remarkable time, It used to be that a
renrn of 300 percent was "an awesome home zun." Now, with the
pubﬁnma:km_soaowmmndaﬁng,vemmca' jsts can make 1,000
pememtoz.DODpercmtnnsha:mﬂwyholdformttvmjmars. B

.share:furi[ﬁmiﬂimMulmmmhuaidumﬁngithmdlﬁn .

the same boat as investors who bought at $60 a share and saw the stock
fall as Tow as $13, L '

"Ever if these valmsfalltulmlfofwhc:cthcypcaked.inﬂwcmtnnnf
our industry, they are great mu.um." Greene said

g xd-m sd"

The: recent decline, however, bas sobered things up, he said. "Two
months ago, you would Jock at a pusiness plan and the investment banks
would say, We can take that company gublic in four months for $300
million.” So you would say, Why not?” Novw, Greens said, “We don't
say "Why not? We say "Why?" '

Not to Mention Day Traders

. ;fanyqns group played the most public role in fueling the Web frenzy,
it was day traders and other c-u!iminvestms,mmwofthcm
congregating in Internet chat rooms fike Silicon Tnvestor and Raging:

Buil, Theycmﬂdsuméﬁmesixﬂatc and burst bubbles in a single day.

- Alittle aftﬂ'n]ldmﬂhl on Marck: 26, 1099, sormecne posted @ MESSAgE on

Silicon Investor wanting to know if Autobyiel.com shares would begin
trading Tater that day. They swould — offered at $23 a share — and by
mposterswmtsmculahng about how High the price would soar.

« Al indications are it will open between 40 and 50," wrote “Seott H.”
They wonldsit stat over lunch would they?” added “William Grifin.”

"} ooking 60-65 opening m next 10-20 mins,” wrote “SteveS" at 12:50
paL :

WOW,™ Scot H. respanded. "Steve, do vou think it will take off afier
the open?”

Inawurd,ye&Amnbytcl.oomopencdal$5175asham,hitahighof
§58 an then ciosed for the day at $40.25.

" IRTEOCO00000000HI00 wwwwazaaayyyyyyyyvy!l Close around
36401 OOUUCCHHHNINITNN" wrote "Opey.”

«Gat 1o feet the pain for the buyers at $38," replied "popita." "They wil
ot slesn well tonight.” . . ’

Siece then, the stock has plunmeted, closing Thursday 2t $6.03, down
00 percent from its high.

A i the chat rooms? IS THIS ONE GOING ANYWEERE?" read
one message posted last month. .

Chief exccutives of the Class of March 99 say they find these investors
10 be distasteful. M&CarpmxtﬁsaiﬂiVﬂlagenowhasacwmm policy
of not answering quesﬁonsfmmdayu'adﬂ'sandwﬂﬁ@mchaxmms?

§till, when shares in iVillage and Ahcut.com WeTe enjoying positive

momqnmlastfaﬂ,-bmhcompaniﬁmsiwdmmmmecéshin

' Were they taking advaotage of the moment? Ms. Carpente said iVillage

recognized that the business-to-consumer Tntenet story “was going out
Of famlﬂ' .

"We always wanla:dtohawcashonhand for a pice long time," she said
- enough cash, mhopes,tﬂlastﬂn'omwhatmasrbc a long summer
of investor discontent _ L
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