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Syllabus 

 
CORPORATE FINANCE 

 

 

Lecturer: Nikita Pirogov, Luca Gelsomini, Maria Kokoreva 

Class teachers: Nikita Pirogov, Maria Kokoreva, Aziza Ulugova, Anton Fokin 

 

Course description: 

 

The course develops theoretical framework for understanding and analysing major 

financial problems of modern company in market environment. The course covers basic models 

of valuation of corporate capital, including pricing models for primary financial assets, real 

assets valuation and investment projects analysis, capital structure and various types of corporate 

capital employed, derivative assets and contingent claims on assets. It provides necessary 

knowledge in evaluating different management decisions and its influence on corporate 

performance and value. The course requires the knowledge in micro and macroeconomics, 

accounting and banking. The course is based on lectures, seminars, case studies and self-study. 

“Corporate finance” is a two-semester course designed to prepare students for UOL examination. 

 

Course objectives: 

 

The main objective of the course is to provide the conceptual background for corporate financial 

analysis from the point of corporate value creation. The course develops theoretical framework 

for understanding and analyzing major financial problems of modern firm in the market 

environment. The course covers basic models of corporate capital valuation, including pricing 

models for primary financial assets, real assets valuation and investment projects analysis, 

capital structure, derivative assets and contingent claims on assets. The course is focused on 

developing skills in analyzing corporate behavior in capital markets and the relationship of agent 

and principal in raising funds, allocating capital, distributing returns. It provides necessary 

knowledge in evaluating different management decisions and their influence on corporate 

performance and value. The course requires the knowledge in micro and macroeconomics, 

accounting and banking.  

 

The methods: 

 

The following methods and forms of study are used in the course: 

- lectures (2 hours a week) 

- classes (2 hours a week, the main problems of home assignments are discussed) 

- written home assignments 

- teachers’ consultations (2 hours per week) 

- self study. 

- current control includes: written home assignments (WHA), essays and their assessment, 

participation in classworks  in exercises and case presentations.  

- intermediate control is based on mid-term exam in fall semester plus midyear exam in 

January. 

- final exam is set at the end of April. 
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Main reading: 

 

1. Grinblatt/ Titman. Financial Markets and Corporate Strategy. McGraw Hill. 2nd edition 2001 

(G&T for short). This is our primary reading. This edition is very similar to the “Hiller, 

Grinblatt & Titman” mentioned in the study guide. 

2. Brealey/ Myers. Principles of Corporate Finance.10th Edition (or earlier). (B&M for short) 

This a classic corporate finance book for bachelors. 

3. Frantz/Payne/Favilukis. Study Guide. Corporate Finance. First Edition. 2011. (Guide for 

short ) 

 

Supplementary reading: 

 

1. Ross S., R.Westerfield, J.Jaffe. Corporate Finance. Fifth Edition. IRWIN-McGraw-Hill. 

2. Copeland T. and Weston J.: Financial Theory and Corporate Policy. 1998 

3. Damodaran A. Applied Corporate Finance. Wiley&Sons. 1999 

4. Trigeorgis L. Real options. Managerial Flexibility and Strategy in Resource 

Allocation.The MIT Press. Cambridge. 1999 

5. Copeland T., Antikarov V. Real Options: a Practitioneer’s Guide. Texere. New York. 

London. 2001 

6. Bankruptcy and Distressed Restructuring. Analytical Issues and Investment 

Opportunities. Edited by E. Altman. Business One IRWIN. 

 

Academic Journal Articles 

1. Asquith, P. and D. Mullins ‘The impact of initiating dividend payments on shareholders’ 

wealth’, Journal of Business 56(1) 1983, pp.77–96. 

2. Ball, R. and P. Brown ‘An empirical evaluation of accounting income numbers’, Journal 

of Accounting Research 6(2) 1968, pp.159–78. 

3. Bhattacharya, S. ‘Imperfect information, dividend policy, and “the bird in the hand” 

fallacy’, Bell Journal of Economics 10(1) 1979, pp.259–70. 

4. Blume, M., J. Crockett and I. Friend ‘Stock ownership in the United States: 

characteristics and trends’, Survey of Current Business 54(11) 1974, pp.16–40  

5. Campbell, J. and R. Shiller ‘The dividend-price ratio and expectations of future dividends 

and discount ractors’, Review of Financial Studies 1 1988. 

6. Chen, N-F. ‘Some empirical tests of the theory of arbitrage pricing’, The Journal of 

Finance 38(5) 1983, pp.1393–414. 

7. Chen, N-F., R. Roll and S. Ross ‘Economic Forces and the Stock Market’, Journal of 

Business 59 1986, pp.383–403. 

8. Cochrane, J.H. ‘Explaining the variance of price-dividend ratios’, Review of Financial 

Studies 5 1992, pp.243–80. 

9. Fama, E. ‘The behavior of stock market prices’, Journal of Business 38(1) 1965, pp.34–

105. 

10. Fama, E. ‘Efficient capital markets: a review of theory and empirical work’, Journal of 

Finance 25(2) 1970, pp.383–417.  

11. Fama, E. ‘Efficient capital markets: II’, Journal of Finance 46(5) 1991, pp.1575–617. 

12. Fama, E. and K. French ‘Dividend yields and expected stock returns’, Journal of 

Financial Economics 22(1) 1988, pp.3–25.  

13. Fama, E. and K. French ‘The cross-section of expected stock returns’, Journal of Finance 

47(2) 1992, pp.427–65.  

14. Fama, E. and K. French ‘Common risk factors in the returns on stocks and bonds’, 

Journal of Financial Economics 33 1993, pp.3–56.  

15. Fama, E. and J. MacBeth. ‘Risk, return, and equilibrium: empirical tests’, Journal of 

Political Economy 91 1973, pp.607–36. 
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16. Grossman, S. and O. Hart ‘Takeover bids, the free-rider problem and the theory of the 

corporation’, Bell Journal of Economics 11(1) 1980, pp.42–64. 

17. Healy, P. and K. Palepu ‘Earnings information conveyed by dividend initiations and 

omissions’, Journal of Financial Economics 21(2) 1988, pp.149–76. 

18. Healy, P., K. Palepu and R. Ruback ‘Does corporate performance improve after 

mergers?’, Journal of Financial Economics 31(2) 1992, pp.135–76. 

19. Jegadeesh, N. and S. Titman ‘Returns to buying winners and selling losers’, Journal of 

Finance 48 1993, pp.65–91.  

20. Jarrell, G. and A. Poulsen ‘Returns to acquiring firms in tender offers: evidence from 

three decades’, Financial Management 18(3) 1989, pp.12–19. 

21. Jarrell, G., J. Brickley and J. Netter ‘The market for corporate control: the empirical 

evidence since 1980’, Journal of Economic Perspectives 2(1) 1988, pp.49–68.  

22. Jensen, M. ‘Some anomalous evidence regarding market efficiency’, Journal of Financial 

Economics 6(2–3) 1978, pp.95–101. 

23. Jensen, M. ‘Agency costs of free cash flow, corporate finance, and takeovers’, American 

Economic Review 76(2) 1986, pp.323–29. 

24. Jensen, M. and W. Meckling ‘Theory of the firm: managerial behavior, agency costs and 

capital structure’, Journal of Financial Economics 3(4) 1976, pp.305–60. 

25. Jensen, M. and R. Ruback ‘The market for corporate control: the scientific evidence’, 

Journal of Financial Economics 11(1–4) 1983, pp.5–50. 

26. Lakonishok, J., A. Shleifer and R. Vishny ‘Contrarian investment, extrapolation, and 

risk’, Journal of Finance 49(5) 1994, pp.1541–78. 

27. Lintner, J. ‘Distribution of incomes of corporations among dividends, retained earnings 

and taxes’ American Economic Review 46(2) 1956, pp.97–113. 

28. Lo, A. and C. McKinlay ‘Stock market prices do not follow random walks: evidence 

from a simple specification test’, Review of Financial Studies 1(1) 1988, pp.41–66. 

29. Masulis, R. ‘The impact of capital structure change on firm value: some estimates’, 

Journal of Finance 38(1) 1983, pp.107–26. 

30. Miles, J. and J. Ezzell ‘The weighed average cost of capital, perfect capital markets and 

project life: a clarification’, Journal of Financial and Quantitative Analysis 15 1980, 

pp.719–30. 

31. Miller, M. ‘Debt and taxes’, Journal of Finance 32 1977, pp.261–75. 

32. Modigliani, F. and M. Miller ‘The cost of capital, corporation finance and the theory of 

investment’, American Economic Review (48)3 1958, pp.261–97. 

33. Modigliani, F. and M. Miller ‘Corporate income taxes and the cost of capital: a  

correction’, American Economic Review (5)3 1963, pp.433–43.  

34. Myers, S. ‘Determinants of corporate borrowing’, Journal of Financial Economics 5(2) 

1977, pp.147–75. 

35. Myers, S. and N. Majluf ‘Corporate financing and investment decisions when  firms have 

information that investors do not have’, Journal of Financial Economics 13(2) 1984, 

pp.187–221. 

36. Poterba, J. and L. Summers ‘Mean reversion in stock prices: evidence and implications’, 

Journal of Financial Economics 22(1) 1988, pp.27–59. 

37. Roll, R. ‘A critique of the asset pricing theory’s texts. Part 1: on past and potential 

testability of the theory’, Journal of Financial Economics 4(2) 1977, pp.129–76. 

38. Ross, S. ‘The determination of financial structure: the incentive signalling approach’, 

Bell Journal of Economics 8(1) 1977, pp.23–40. 

39. Shleifer, A. and R. Vishny ‘Large shareholders and corporate control’, Journal of 

Political Economy 94(3) 1986, pp.461–88. 

40. Shleifer, A. and R. Vishny ‘Managerial entrenchment: the case of management-specific 

investment’, Journal of Financial Economics 25, 1989 pp.123–39. 

41. Warner, J. ‘Bankruptcy costs: some evidence’, Journal of Finance 32(2) 1977, pp.337–47. 
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Means of student control: 

1. Home assignments; 

a. Preparations for seminars 

b. Group work 

2. Midterm exam; 

3. Exams 

 

Grades criteria:  

 

From To Mark 

0 3 Not passed 

4 5 Satisfactory 

6 7 Good 

8 10 Excellent 

 

Grade determination: 

 

FALL SEMESTER  

First term grades are calculated as weighted average with the following weights: 

 Exam* in December – 50% 

 Class Participation** - 10% 

 Individual assignment – 20% 

 Midterm exam - 20% 

Total – 100% 

 

SPRING SEMESTER 

Final Course grade is calculated as weighted average with the following weights: 

 Final Exam* – 40% 

 Class Participation** - 10% 

 Group assignment - 15% 

 Individual assignment – 10% 

 Fall semester grade - 25% 

Total – 100% 

 

* - Exam (finals in December and April) marks can’t be less than satisfactory for a student to get 

a positive overall grade for the FALL and SPRING semester 

**- Class participation includes class activity and quizzes results 

 

Course outline: 

 

PART 1. Understanding Principles of Financial Valuation 

 

1. Introduction to the Course. Why is Finance Corporate?  The Foundations for Proper 

Financial Analysis of the Firm 
The advantages of corporate firm over the sole traders and partnerships. The life-cycle of 

the corporation at the capital market: funds raising, investing and benchmarks, returning money 

to investors at the capital market. The functions of corporate financial manager.   The role of 

capital market  in explaining corporate performance: main assumptions.  The consumption 

choice  and the first Fisher separation theorem. No arbitrage rule and the principle of tracking 

(replicating) portfolio. Net present value rule of corporate analysis. The sources of NPV. The  

second Fisher separation theorem.  



 5 

The differences between financial model of corporate analysis and accounting model: the 

concept of cost and profits, the concept of money measurement, the concept of return and  

corporate performance measurement. The value creation and  building blocks in corporate 

finance. The mission of Chief Financial Officer of the Corporation (CFO). The role of corporate 

finance in building financial model of the firm. Corporate Finance and proper financial analysis 

of any firm in market economy. 

(B&M Ch.1-3 and 11; G&T Ch.1, 9, 11.1; Guide Ch.1) 

 

2. Fundamentals of Corporate Capital Valuation: Corporate Debt Capital 

The yield curve. Spot rates and forward rates. Defining forward rate from the yield curve. 

The term structure of interest rates:  theoretical explanation. The role of term structure of interest 

rates in constructing tracking (replicating) portfolio for Corporate Bonds. Intrinsic value of 

stand-alone bond. Discounted cash flow valuation of corporate bonds. Corporate bond's types. 

Bond’s covenants: assets covenants, dividend covenants, financing covenants. The influence of 

covenants over bond’s valuation. Bond's yields: promised yield to maturity, realized (horizon 

yield),  promised yield to call. Theorems of bond's pricing. Bond’s rating and yields to maturity. 

(B&M Ch.4, 23; G&T Ch.2; Guide Ch.1) 

 

3. Fundamentals of Equities Valuation: Preferred and Common Stock 

Types of preferred stock by voting rights, dividend rates and dividend payments. 

Discounted dividend model (DDM) for preferred (preference) shares. Discounted dividend 

model for common stock (ordinary shares): the criteria for stable growing company, Gordon 

constant growth dividend rate model. Multistage DDM: 2 stages dividend growth, negative rate 

of dividend growth. Growth opportunities value. The limitations of DCF valuation.  

(B&M Ch.4; G&T Ch.3, Guide Ch.1) 

 

4. Risk and Expected Return: Principles of Portfolio Analysis 

Principles and assumptions of mean-variance analysis. Mean and variance of returns of a 

risky asset. Portfolio expected returns. Portfolio risk and assets’s covariances. Feasible set of 

assets and the efficient frontier. Capital market line. Two-fund separation.   

(B&M Ch.7; G&T Ch.4, 5; Guide Ch.2) 

 

5. Capital Asset Pricing Theory: CAPM and its Use in Corporate Finance 

Assumptions for capital asset pricing model. Market portfolio and its derivation. Security 

market line.  Stocks' beta. Empirical evidence and critiques. 

(B&M Ch.8; G&T Ch.5; Guide Ch.2) 

 

6. Capital Asset Pricing Theory: Arbitrage Pricing Theory  
Understanding single-factor and multi-factor model representation. Systematic risk and 

diversification. Arbitrage price theory. Multi-factor models in practice.  

(B&M Ch.8; G&T Ch.6; Guide Ch.3) 

 

7. The role of Efficient Market Hypothesis in Corporate Analysis: Theory and Evidence 

Types of information for investor’s decision-making. The value of information  for the 

investor. The efficient market hypothesis. Weak, semi-strong, strong form efficiency. 

Implications of Efficient Market Hipothesis.  

(B&M Ch.13; Guide Ch.5) 

 

8. Option Pricing Models and Corporate Contingent Claims 

Varieties of derivatives (Futures, Forward, Options, Swaps). Derivative asset payoff 

profile. Pricing forward contracts. Put-call parity. Option pricing methods.  

(B&M Ch.20, 22; G&T Ch.7, 8; Guide Ch.4) 
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PART 2. Corporate Financial  Strategy and Corporate Value 

 

9. Corporate Investing Policies and Value Creation: The Analytical Toolkit for Riskless 

Projects 

What is risk-free  investment project? Competitive advantage and value creation. Incremental 

cash flows and incremental value. Net present value rule, its assumptions and value additivity  

rule. The sources for positive net present values. Internal rate of return (IRR) and financial 

approach to corporate return analysis.  The limitations of IRR. Modified IRR. Discounted 

payback (DPB). Profitability index (PI). Economic value added (EVA) and economic profit 

generated by the project. EVA versus NPV.  

Capital budgeting in inflationary environment: nominal approach, real terms approach.  

(B&M ch.5,6, 9,10, 19; G&T ch.9,10, ch.11, 12) 

 

10. Corporate Investing Policies and Value Creation:  Traditional Analytical Tool Kit for 

Risky Projects 
What are risky projects? The risk- adjusted discount rate method in capital budgeting decisions. 

Certainty equivalents cash flows and their use in risky project’s analysis. Valuation of risky 

projects: sensitivity analysis, simulation, decision trees. Real options approach 

(B&M ch.5,6, 9,10, 19; G&T ch.9,10, 11, 12) 

 

11. Valuing Corporate Strategic Opportunities and Flexibility: Corporate Real Options. 

Strategic options of the corporation and the limitations of DCF analysis. Real option 

valuation: main assumptions, the difference in treatment of parameters between financial and 

real options. The use of risk neutral approach, binomial and Black-Scholes models in real option 

valution. Valuing  option to abandon, to postpone, to expand. OPM as a tool of quantifying 

managerial  flexibility. The benefits of real option valuation over DCF project analysis.  The use 

of OPM in corporate valuation.  Put-call parity and its application to the corporation: corporate 

securities as options. The use of OPM in the analysis of corporate cost of capital: warrants and 

convertibles.  

(B&M ch.21; G&T ch. 11; Guide ch.4) 

 

12.  Capital Structure Choice and Corporate Value  

The assumptions of Modigliani&Miller theorem on capital structure. The arbitrage 

argument and replicating portfolio of investor in M&M world. The M&M propositions I and II. 

The cost of capital: traditional and M&M approaches. The propositions I and II with corporate 

income taxes. The effect of personal taxes on capital structure. Miller equilibrium for the firm 

and for the investor. Financial distress’ direct and indirect costs. Debt holder - equity  holder 

conflicts: debt overhang problem, shareholder's incentives, the ways to minimize the conflicts. 

The trade-offs theory of capital structure. The pecking order of financing theory. The 

stakeholders theory of capital structure. The dynamic capital structure theory versus static. The 

information conveyed by financing choices decision. Signaling  concept of capital structure.  

 (B&M  ch.17,18; G&T ch.14,15,16; Guide,ch.6) 

 

13. Capital Market Benchmarking: Corporate Cost of Capital.  

Patterns of corporate financing. The many  kinds  of debt financing. The corporate cost of 

debt. The debt tax shield. Equity financing. The corporate cost of retained earnings. The issuance 

of  new equity and corporate cost of equity. The weighted average cost of capital (WACC) and 

corporate  hurdle rate. Corporate cost of capital and financial leverage. Asset beta. Levered 

equity beta. Hamada adjustment to equity beta, its assumptions and limitations.   
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The WACC and the principles of corporate return analysis.  Economic profit analysis 

with corporate hurdle rate: the spread. The volume of financing and the marginal corporate cost 

of capital.  

(B&M ch.14,15, 22, 23, 24, 26; G&T ch13; Guide ch.7) 

 

14.  Financial Modeling  for Optimal Capital Structure 

Adjusted present value (APV): base case value, side effects values, multiple discount 

rates. Advantages of APV for capital budgeting and valuation.   The criteria for optimal capital 

structure. The rating (WACC) approach to optimal capital structure analysis: the assumptions, 

the method, the limitations. The adjusted present value approach (APV) to optimal capital 

structure analysis: the assumptions, the benefits,  and implications.  The target capital structure.  

The operating income approach to planning for optimal capital structure.  

Factors affecting the target capital structure: macroeconomic, microeconomic and firm’s 

specific factors. The decision-making on capital structure.  

(B&M ch.16, G&T ch.17, Guide ch.8) 

 

15.  Dividend Policy and Corporate Value: Theory and Evidence 

Types of dividend: cash  dividend, scrip dividend, forms of share repurchase. The 

Modigliani& Miller dividend irrelevance theorem. The effect of market imperfections (taxes and 

transaction costs) on dividend policy. The effect of market frictions on distribution policy.  The 

dividend controversy. The rightists concepts of dividends. Clientele theory: assumptions, 

empirical evidence.  Signaling theory of dividends: the information content of dividends, 

dividends as mixed signal, empirical evidence. The leftists on dividend policy. Lintner   stylized 

facts modelling. Empirical research on distribution policies.  

(B&M ch.16; G&T ch.15,18,19; Guide,ch.9) 

 

16. Corporate Risk Management and Value Creation 

Risk and the M&M theorem. The motivation to hedge. Hedging and the firm’s 

stakeholders. The methods of interest rate risk management. Foreign exchange risk management. 

Application of risk management to industrial firms.  

(B&M ch.22 ; G&T ch.21,22) 

 

 

Part III. Corporate Value Creation and Corporate Control. 

 

17. The Market for Corporate Control: Mergers& Takeovers  

Types of mergers and takeovers.  The principles of valuation of mergers and takeovers.  

Stand - alone value of the target and of the buyer. Efficiency theories of M&A activities: 

differential efficiency, inefficient management, synergy effects theory. The sources and types of 

synergy. Agency theories of M&A. Signaling theories of M&A.   Hostile takeovers and free - 

rider problem. Management defenses. Valuing synergy on the basis of DCF.  

(B&M ch.33; G&T ch.20; Guide,ch.10) 

 

18. Strategic and Financial Restructuring 

The methods of corporate restructuring. Corporate divestitures and the problem of control. The 

sources for synergy in restructuring. Bankruptcy and corporate control. Restructuring distressed 

companies. LBOs: the effect on stock prices. Financial analysis of efficiency in case of 

restructuring. 

(B&M ch.33; G&T ch.20; Guide,ch.10) 

 

19.  Corporate Governance and Corporate  Value. 
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 Types of corporate governance. Managerial incentives and corporate investing decisions 

Managerial control and capital structure choices. Management control and performance 

measurement. The use of economic value added (EVA) in firm’s performance measurement and  

managerial incentives planning. Empirical research on the effects of corporate governance over 

the market value of the corporation.   

(B&M ch. 12, 34; G&T ch.18) 

 

Teaching hours for topics: 

№ of 

the 

topic 

Total (hours) 

Class 

(hours) 
Self study 

including 

Lectures Practice 

1 14 2 2 10 

2 14 2 2 10 

3 20 4 2 14 

4 24 4 4 16 

5 16 2 4 10 

6 22 4 4 14 

7 14 2 2 10 

8 26 4 6 16 

9 24 4 4 16 

10 22 2 4 16 

11 24 4 4 16 

12 22 2 4 16 

13 20 4 2 14 

14 14 2 2 10 

15 24 4 4 16 

16 14 2 2 10 

17 16 2 2 12 

18 16 2 2 12 

19 14 2 2 10 

Total: 360 56 56 248 
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Sample examination  

CORPORATE FINANCE, FINAL EXAM, APRIL 2015 

 

PROBLEM 1   

The price of a stock is currently 50 and each year the price either goes up by 30% or down by 

20% with equal probabilities. The risk free rate of return is 6% and the expected rate of return on 

the market index is 10%. 

Question 1.1. (5 points) Derive the price of a one-year call option on the stock with exercise 

price 45 using straight replication approach. State all assumptions  

Question 1.2. (5 points) Derive the price of a one-year put option on the stock with exercise 

price 45 using risk-neutral approach. State all assumptions 

Question 1.3. (5 points) Derive put-call parity condition and show that the parity holds in case 

of options from previous questions 

Question 1.4. (5 points) Outline the Myers-Majluf pecking order theory of capital structure. So 

you think that a share buyback financed by retained earnings could be profitable by reversing 

Myers-Majluf’s argument? Explain.  

Question 1.5. (5 points) What is the evidence from event studies of the gains to bidders and 

targets around takeover announcements? Can you think of theoretical reasons why we observe 

these patterns? Explain. 

 

PROBLEM 2 

A firm in Saransk decided to open a hotel on the eve of the World Cup in 2018. Firm paid $ 

10 000 for the sales forecast.  

 Hotel is going to operate during 4 years. During these four years hotel is planned to serve 

2500, 3000, 6000, 10000 visitors. Average competing prices are planned to be  $100; 

200; 250; 350.  

 The company owns the building, that will be used for the project.  Current market price 

of this building is $1.2 mln.  

 The company will have to spend additional $ 0.5 mln. on equipment that will be linearly 

depreciated to $0.1 mln..    

 COGS will be 90%, 70%, 60%, 50% during these 4 years. Company has also to reserve 

10% of the forecasted revenues as working capital.  

 Corporate tax rate is 20%. 

The company will finance 50% capital expenditures and investments in net working 

capital with riskless debt that will be repaid after 4 years.  Financial analyst compared 

firm’s leverage with its competitor’s capital structure that acquired 40% of its capital 

with riskless debt (rd=10%). The calculated beta of the twin company stock using market 

index (Rm=25%) as a proxy for market portfolio is 1,5. 

Question 2.1. (10 points) State all needed assumptions for your analysis. Build up cash flows of 

the project. Give your advice based on APV criteria, taking into account both investment and 

financing effects of the project.   

Question 2.2. (5 points) What are the stylized facts with respect to dividend policy? Review 

briefly the existing evidence.  

Question 2.3. (5 points) In M&M world a decrease in D/V ratio leads to shareholders’ required 

return fall. Since required return decreases, stock price increases. Is that consistent with M&M 

theorem? Explain.  

Question 2.4. (5 points) Do you think managers of firms should precommit to NO risk-shifting 

behavior? Will that action be in the interests of shareholders? (5 points) 

 

PROBLEM 3 

Pinocchio Ltd. is thinking of acquiring Buratino Inc. The latter has recently introduced a new 

model of toys with soft noses which are very successful on the market, but due inefficient 
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management the company is in financial difficulties at the moment. According to Pinocchio 

forecasts, Buratino under its management will reach at the end of the first year the revenues of 

$1 100 mln, with the COGS of $780 mln, depreciation of $ 130 million, capex of 170 and 

interest expenses of $ 37,4 million. The costs and revenues, including investment and 

depreciation, are expected to grow at 7% per year for two years and then level off at 4%.  

Pinocchio’s currently has 30 mln. shares outstanding priced $200, its estimated beta equity is 

1,2.  As for Buratino, it is currently all-equity financed with the market value of its equity equals 

$800 mln (consisted of 15 mln shares).  The corporate tax rate is 0.2, there are no personal taxes, 

the risk free rate is 8%, and the risk premium on the market is 6%. 

Question 3.1. (8 points) Calculate the intrinsic value of Buratino equity to Pinocchio 

shareholders.  

Question 3.2. (3 points) Calculate the total gain of the merger. What is the net gain for 

Pinocchio if it buys 100% of Buratino equity paying cash at market value?  

Question 3.3. (4 points) Calculate the net gain of the merger to Pinocchio if it is going to 

exchange 1 share of the Pinocchio to 3 shares of Buratino.  

Question 3.4. (5 points) The more the risk of underlying asset, the higher the value of option. In 

other words the higher the stock’s beta, the higher will be the option’s value. Comment on that.   

Question 3.5. (5 points)Are there agency costs associated with dividend policy for a company 

that has debt? Explain why this may be the case, and explain also how such agency costs can be 

prevented. Explain why, assuming firms have better information than the market, dividend 

policy may be an important factor determining market prices. What are the empirical predictions 

regarding dividend policy and firm value? Explain why your answers for these questions have 

completely different empirical predictions for debt values. 

 

PROBLEM 4 

Kookia, Inc. is a company that so far has not taken on any debt at all. Kookia has 10 million 

shares outstanding, each trading at $100 per share. The corporate tax rate is 40% and there are no 

personal taxes. Suddenly Kookia management decides that they should take on some debt. 

Kookia is considering three possible debt levels: $300 million of debt, $500 million of debt or 

$700 million of debt. In either case, Kookia will use the proceeds from the debt issue to buy back 

shares, and expects to keep the debt at a constant level forever. Kookia has been consistently 

profitable and expects to be able to use their tax shield, except if it goes into bankruptcy. In other 

words, the risk of the tax shield is expected to be the same as the risk of the debt. The yield that 

Kookia have to promise investors for the different debt levels is equal to 7% for the lowest debt 

level, 9% for the intermediate debt level, and 12% for the highest debt level. If Kookia takes on 

debt, a benefit would be that they would be forced to run their operations more efficiently in 

order to be able to pay back their debt. This should increase the value of the firm by $100 

million, regardless of how much debt they take on. A disadvantage of debt, however, is that 

Kookia may enter financial distress. Kookia estimates that the present value of the costs of such 

distress would be $50 million for the lowest debt level, $100 million for the intermediate debt 

level, and $200 million for the highest debt level. 

Question 4.1. (5 points) Discuss the role of bankruptcy costs in trade-off capital structure 

theory.  

Question 4.2. (5 points) What debt level should Kookia choose and why?  

Question 4.3. (5 points) Assume Kookia decides to take on the level of debt you came up with 

for part a). What will happen to Kookia’s share price if the market learns about this 

recapitalization at the very beginning (if management makes an announcement before issue of 

debt)? Assume there is no other new information released to investors, and that the market is 

strong-form efficient.  

Question 4.4. (5 points) What will the total market value of equity of Kookia be once the 

company has used the proceeds from the new debt to repurchase their shares? What is the total 

gain to equity holders from the repurchase?  
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Question 4.5. (5 points) Comment on the following: In the US, dividends are tax-disfavored 

relative to repurchases. Despite that fact, when companies announce a dividend initiation, their 

stock price goes up. The fact that the stock price rises proves that paying dividends is a positive 

NPV action for the shareholders. Managers should pay dividends, because it benefits the 

shareholders 

 

PROBLEM 5 

Vaporware Products has no internal funds. It is located in the Republic of Upper Lasagna, where 

debt is illegal. Thus, in order to invest in new projects, it will have to issue equity. Vaporware 

has a wonderful (riskless) project available, which costs $100 in year zero and yields $140 in 

year 1. The payoff to this project is public information - it is known both by managers and the 

market. 

The problem is that the market does not know whether the current value of Vaporware’s existing 

assets are $100 or $20, and they regard both outcomes as equally likely. The CEO of Vaporware 

knows the true value of the existing assets, but in the Republic of Upper Lasagna it is strictly 

forbidden to discuss your existing assets, so the managers are not able to reveal their true value. 

Assume that investors are risk neutral, the discount rate is zero, no taxes, and the management of 

Vaporware maximizes the value of the existing shareholder’s stake. There are currently 100 

shares outstanding. 

Question 5.1. (4 points) If the market expects that Vaporware’s managers will issue equity and 

undertake the investment no matter what (that is, independent of the true value of the existing 

assets), how many shares will Vaporware have to issue in order to raise $100?  

Question 5.2. (4 points) If the management knows the true value of the existing assets is $100, 

would they want to issue equity (under the scenario in (5.1)) ? If the management knows the true 

value of the existing assets is $20, would they want to issue equity (under the scenario in (5.1))?  

Question 5.3. (4 points) Suppose that instead of the scenario in (5.1), the market expects that 

Vaporware’s management will issue equity and invest only when the managers know the true 

value of the existing assets is $20. How many shares will Vaporware have to issue in order to 

raise $100? 

Question 5.4. (4 points) Under the assumption in (5.3), if the management knows the true value 

of the existing assets is $100, would they want to issue equity ? Under the assumption in (5.3), if 

the management knows the true value of the existing assets is $20, would they want to issue 

equity ?  

Question 5.5. (4 points) Would the management of Vaporware be in favor of a new law, being 

considered by the parliament of Upper Lasagna, that requires that companies to issue equity 

whenever they have positive NPV projects?  

Question 5.6. (5 points) Explain how different levels of personal taxation on capital gains and 

dividend income affect the preferences of investors towards firms with alternative dividend 

policies. How would firms react to this situation? What would be the equilibrium of this 

situation?   

 

PROBLEM 6 

You consider an investment project which has a cost of $100 000. The expected after tax cash 

flow of the project for the first year is $10 000. Then the cash flow will grow at a rate of 1% a 

year. The cash flow is expected to continue indefinitely. Corporate income tax is 20%. The 

assets of the project have unknown beta, but they are very similar to the assets of a company 

which has already a stock market listing. This company has 50% debt and 50% equity. Its equity 

beta is 1.2. The expected return on the market is 12% and the riskfree rate is 5%.  

Question 6.1. (6 points) Give an investment advice on the project using internal rate of return 

rule. State clearly all needed assumptions. 

Question 6.2. (4 points) Suppose the listed company also own valuable growth opportunities 

(these are future cash flows from new projects which have not yet been invested in; they are not 
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presented on the accounting balance sheet but investors are aware of them). You’ve estimated 

that 20% of the current value consists of growth opportunities with beta of 1, and 80% consists 

of operating assets similar to the assets of your investment project. Will this information change 

your answer to question 1.2? 

Question 6.3. (5 points) Is it possible for a company to have negative growth opportunities 

value? How should management change the company’s financing and investment policies? 

Question 6.4  (5 points) Explain the “risk shifting” or “asset substitution” effect. Make sure that 

you clarify which agents are in conflict and the necessary conditions for the problem to happen.  

What could the firm do to avoid these problems? Argument your answer relating it to the levels 

of debt of the firm, the type of debt used, the rights of debtholders and shareholder.  

Question 6.5. (5 points) Define serial correlation in equity returns and provide empirical 

evidence on serial correlation in both short-term equity and long-term equity returns.  What is 

the recent evidence on the issue?  

Sample examination (April 2015) 

 

 


