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Answer the following questions. You may use excel for numerical problems. Attach the
spreadsheet/output.

1.

Capital Structure and Firm Value

a. Show graphically (in Debt-Value space) how firm value is affected by debt when i) there
are no corporate taxes, corporate debt is riskless and there are no bankruptcy costs, ii)
there are corporate taxes, but corporate debt is riskless and there are no bankruptcy
costs, and iii) there are corporate taxes, but corporate debt is risky and there are
bankruptcy costs.

b. From a, what do each of these three scenarios imply about optimal capital structure?
Which scenario do you think is more realistic?

c. Explain how the firm investing and financing decisions are “separate” and, if there is an
optimal capital structure, how will this affect how new projects (investments) are
financed?

The Acrosstown Company has a levered beta of 0.5 and 50% debt in its capital structure.

The company has risk-free debt that costs 6% before taxes, and the expected market return

is 18%. Acrosstown is considering the acquisition of a project in a new line of business that is

expected to yield a return of 25% after taxes. A company in a similar industry to the

acquisition has a levered beta of 2.0 and has 10% debt in its capital structure. Assume

Acrosstown finances the acquisition with 50% debt and the tax rate is 50%

a. What is the appropriate cost of capital Acrosstown should use to evaluate the project?
Show your work.

b. Should the project be accepted? Why?

XYZ Company has a current market value of $1 million, half of which is debt. Its current
WACC is 9%, and the tax rate is 40%. The firm is considering a new project which costs
$500,000 that will be financed completely with debt and has the same operating risk as the
firm’s existing projects. Finally, the project is expected to yield an after-tax rate of return of
8.5% per year.

a. What is the appropriate cost of capital to use in considering this project? Show your work.
b. Should the project be accepted? Why?
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4. Agency Conflicts and Financial Theory
What is an agency problem and how does this problem arise in a corporate finance
setting?
b. Explain how agency problems might impact the investment decisions of corporations.
c. Explain how agency problems might impact the capital structure and/or dividend
decisions of a firm
d. What are some ways in which the firm might attempt to reduce agency problems?

5. Information Asymmetry (Adverse Selection)
Suppose there is a market for used cars whereby the cars can be divided into three
categories based on their quality. Cars of high quality, C,, have a value of V; = $10,000. Cars
of average quality, C,, have a value of V, = $5,000. Finally, some used cars are of poor
quality (“lemons”), C5, and have a value of V; = $0. The percentage of high quality cars
available in the market is 30%, while 40% consists of average quality cars, and 30% are of
poor quality. Assume that both buyers and sellers are risk neutral. Further assume that the
buyers know the quality distribution of the overall market, but only the sellers know the true
quality of any individual used car.
a. What is the expected value of a used car in the market, V?
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b. Explain and show numerically why the equilibrium price in the market for used cars will
not represent the expected value, P = V.

c.  What will be the equilibrium Price, P, for this market? Is this efficient? Why?

d. Explain how the buyers or sellers may attempt to solve this problem.

6. Slgnallng

What is signaling in a corporate finance setting and why is it necessary?

b. Explain two situations where signaling behavior may be used in a corporate finance
situation to improve firm value.

c. How can we be sure that the signal is reliable? i.e., What is to prevent the signal from

being misleading?




