Text book ‘Principles of Corporate finance’ Brealey Myers Allen, 9 or 10 edition.
ANSWER ALL QUESTIONS

SECTION A

Question A1 (15 points): 
Answer all questions by TRUE or FALSE Red means not sure.
1. Venture capitalists expect returns of 40% or more from their investments, because the betas of start-up companies are very high. True.

2. The better shareholders are protected in a country, the higher the ownership concentration of shareholders. True.
3. The rate of return of a perpetuity is equal to the cash flow multiplied by the price. False 
4. The share price of a company reflects accurately the effort of a manager. False.
5. The constant growth formula for stock valuation does not work for firms with negative growth (declining) rates in dividends. False.
6. The average beta of all stocks is always equal to zero. False.
7. Delegation of financial decision making is not possible, since investors have different consumption preferences. True.
8. Risky assets have always a higher rate of return than the risk-free rate. True.
9. If capital markets are efficient, then the purchase or sale of any security at the prevailing market price is never a positive-NPV transaction. True.
10. A reverse stock split is illegal. True.
11. According to Miller and Modigliani, the cost of equity increases as more debt is issued, but the weighted average cost of capital remains unchanged. True.
12. The pecking order theory implies that firms prefer external to internal financing. False.
13. The risk of outstanding bonds decreases over time. True.
14. Shares of companies with valuable PVGO trade at low E/P ratios. False.
15. The longer the time to expiration, the higher the value of a put option. True.
Question A2 (15 points):

1. If a larger part of earnings is reinvested in the firms operations rather than being distributed as a dividend, the share price is increased by the present value of growth opportunities (PVGO). Is this statement correct and, if so, how do you reconcile it with the Modigliani-Miller proposition on the irrelevance of dividend policy on share prices?

2. Assume that Modigliani-Miller does not hold. Suppose a company is in need of more cash to finance its new investment projects. It is considering issuing new equity or new debt. What signal does the company send to financial markets in either case? If you believe that these signals matter, what option is more favourable to the firm?

SECTION B

Question B1 (15 points): 
Bernie Madoff proposes to invest in two shares, X and Y. He expects a return of 15 percent from X and 10 percent from Y. The standard deviation of returns is 10 percent for X and 5 percent for

Y. The correlation coefficient between the returns is 0.3. 1. Compute the expected return and standard deviation of the following portfolios:

Portfolio 

Percentage in X 


Percentage in Y

     1 



50 




50

     2 



20 




80

     3 



80 




20

2. Sketch the set of portfolios composed of X and Y

3. Suppose that Mr Madoff can also borrow or lend at an interest rate of 7.3731 percent. Show on your sketch how this alters his opportunities.

Given that he can borrow or lend, what proportions of the common stock portfolio should be invested in X and Y? Find both a graphical and analytical solution.

Question B2 (15 points): 
A company is considering the replacement of a milling machine. They calculate the NPV of this transaction, using the following facts:

The new milling machine will reduce operating expenses by exactly $10,000 per year for ten years. Each of these cash flow reductions takes place at the end of the year.

The old milling machine is now five years old and has ten years of scheduled life remaining.

The old milling machine was purchased for $60,000 and has a current market value of $20,000.

The new machine costs $80,000.

There are no taxes nor inflation.

After doing all calculations, the company finds out that the replacing the milling machine has a NPV of $13,600.87

Consider that the risk-free rate is 3% and that the market risk premium is 6%. Assuming that the CAPM holds - what market beta did the managers apply for appraising the project?

Question B3 (15 points): 
Financing decisions and cost of capital

1. Suppose a company is financed to 50% by debt and to 50% by equity. If the risk-free rate is 7% and the market risk premium is 8%, what is the weighted cost of capital? Assume that the beta on equity is 1.1 and the beta on debt is 0.15.

2. Suppose that the capital structure changes to 80% debt. Compute the new beta on equity and beta on assets, if the beta on debt does not change assuming no change in credit rating.

3. What is the weighted average cost of capital after the change in capital structure? Briefly discuss your findings.

4. What is the lowest equity beta the company can possibly have?

5. After a while a researcher estimates the beta on assets to be 1.1. Give a possible explanation for this observation.

Question B4 (15 points): 
Company XYZ has 100 shares outstanding, at a price of P0 = $100. Currently, it has some cash holdings of $500, which it needs to invest over the next period. Still, the company wants to pay out a dividend of $5 per share - so it intends to raise new equity capital in a rights issue of 1:10 after the dividend payment (i.e., each old shareholder gets a right to by a tenth of a new share of the new issue). Suppose that the new shares are offered at $50.

1. What is the value of the company directly after the dividend payment?

2. How many shares have to be offered ?

3. What it the share price after the rights issue?

4. What is the value of a right to buy a tenth of a share of the new issue?

5. Show that the wealth of a non-participating old investor, i.e., an investor that does not participate in the capital increase, is unchanged.

SECTION C

Question C1 (10 points):

EXCEL exercise. To answer this question you will need to download the data set from the course website. (Christmas assignment data in EXCEL).

Important: Please make sure that all your calculations and solutions are on a separate EXCEL sheet, and label your answers clearly.

Hint: Use the adjusted closing prices (adj. close). The adjusted closing price provides the closing price for the requested day, adjusted for all applicable splits and dividend distributions - and is hence the right one to calculate returns, correlations, and betas.

1. Using the weekly prices, calculate the annualized average arithmetic returns of Microsoft, Google, and the NASDAQ index.

2. Calculate the annualized standard deviation of returns for each company and the index. Use the Excel function STDEV.

3. Calculate the annualized volatility of returns of all three time series.

4. Calculate the weekly autocorrelation of returns of all the three time series (Excel functionCORREL).

5. Use the Excel function CORREL to calculate the correlation coefficient between the returns for between both companies, and the returns of each of the company with the NASDAQ

6. Calculate the market beta for each stock, assuming that the NASDAQ is a good proxy for all risky assets (either using the SLOPE function, or by using the quantities calculated above).

