Review Questions for Lecture 1, 2 and 3
Lecture 1: Motivating Example
Problem 1: A company has 1,000 outstanding shares which trade at a value of $1. It issues 1,000 new shares in a rights offer: Existing shareholders have the right to purchase 1 new share for each old share they possess at the price of $0.50

a) What is the share price after the offer if investors evaluate each dollar invested in the firm equally valuable before and after the offer (i.e. if there is no asymmetric information problem)?

b) Rights to purchase new shares are traded in the market. What is the value of the right to purchase one new share?

c) An investor owns 100 shares. Demonstrate that the investor is indifferent between exercising the right and selling the right. In particular, what is his wealth, i.e. the value of his portfolio increased or decreased by the final value of any financial transaction?

Lecture 2: Corporate Governance and Corporate Finance
Question 1: What are agency costs?

Question 2: Which incentive and disciplining devices for the management work in favour of shareholders?

Question 3: Demonstrate by example that shareholders may have incentives to engage in risk-taking strategies, creating a cost to bondholders.

Question 4: What is moral hazard? Name some examples where moral hazard results in managerial behaviour which is detrimental to the interest of shareholders.

Lecture 3: Modigliani-Miller and the Financial Structure Puzzle
Question 1: What does the Modigliani-Miller theorem state? Demonstrate the reasoning behind the theorem using a simple diagram!

Question 2: What is the cost of capital? How do taxes affect the cost of capital of different financing options? What is the empirical evidence of the effect of taxes on financing costs?

Question 3: Explain how banks may adjust their balance sheet in response to stricter capital requirements! Which is the role of the cost of equity financing in this decision?

Question 4: Referring to the Modigliani-Miller theorem: What is the predicted effect of stricter capital requirements on the cost of equity? What is the empirical evidence so far? Which reasons may there be for the empirical observation? 

Question 5: How do you calculate the share price?

Question 6: Assume a firm considers buying back shares rather than paying dividends. How does such a policy affect the value of the firm?

