
Corporate Finance – Notes: 
 
 
 
Exam = 3 sections 

• Section A = answer 1 out of 2 quantitative Q (35 marks) 

• Section B = answer 2 out of 2 quantitative Q’s (15 marks each) 
- Interpret finding for both section A and B 

• Section C = 1 out of 2 essay type Q 
… 
SHOW CALCULATIONS!!! 
DISCUSS FINDINGS AND ASSUMPTIONS!!! 
USE 5 DIGITS AFTER THE DECIMAL POINT!!! 
 
 
 
 
Topic 1: 

 

Three pillars of corporate finance: 

- Investment à firms decide their investment decisions… i.e. which project to 

undertake 

- Financing decisions à whether firms should use equity or borrow from 

banks… which financing source should be used 

- Liquidity management decisions à this ensures that firms have cash for their 

day to day activities (i.e. to pay their bills), so in the short-term they should be 

careful about their cashflows to prevent bankruptcy 

… 

Investment – what do you need to start a firm? 

- Inventory à i.e. raw materials  

- Machinery  

- Land 

- Labour  
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Topic 2: portfolio theory and CAPM (this includes some numbers!!) 

à this lecture provides an understanding of return, risk, and portfolio theory and teaches us 
how to: 

- Apply appropriate tools to find return and risk 
- Explain the portfolio theory 
- Discuss the diversification effect (i.e. which combination of assets to invest in to 

reduce your risk) 

 

How to calculate returns:  

THERE ARE TWO WAYS TO CALCULATE RETURNS: 

- Monetary returns: (i.e. in the terms of the amount of money) 

 
… ‘P’ = price 
… ‘t + 1’ = 1 year later 
… ‘Div’ = dividends 
… ‘t’ = the current time 
 

- Percentage returns: (i.e. as the percentage) … the advantage of 
this is that you don’t have to work with 6/7 digits if the amount is big!  
If there is more than one share, you can also work the percentage returns out based on 
the performance of 1 share, rather than with the monetary returns where you have to 
include all the shares in your calculation 

 
… you can multiply the answer by 100 in order to give you the percentage (rather 
than the decimal) 
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- THESE NUMBERS SHOW YOU HOW MUCH RISK YOU TAKE PER UNIT OF 
RETURN 

- A lower risk/return ratio (1.216) shows a lower risk for per unit of return.  
… 

Efficient set: 

 

- MV shows the minimum variance (MV) portfolio 

… how we get this curved line:  

à if you invest 80% in giraffe and 20% in elephant then your point will be B… if you invest 
more and more in giraffe then you will get closer and closer to the giraffe point 

à however, if you invest more and more in elephant then your point will be closer to the 
elephant point on the curved line 

à there is a point whereas a rational investor you do not want to invest below that point – 
and that point is MV which is minimal variance point 

… you don’t want to invest below this MV point because you have a higher expected return 
in relation to SD when you move up the graph past the MV point (as can be seen on the 
graph) – this is a better alternative!!  

… so, if you are below the point MV (say at point A), then you want to invest more in giraffe 
rather than elephant in order to move past the MV point 

… so, the lowest point at which you want to invest is the MV… how to work this point out 
can be seen above… ALL OF THE VALUES REQUIRED ARE GIVEN IN THE 
QUESTION… so this tells us that you don’t want to invest more than 80% in elephant 
because then you would go below this MV point 
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• For an unlevered company the asset beta = its equity beta (because there is not any debt effect) 

… so, the equity beta should be higher than the asset beta because debt increases the risk for equity 

holders à or we can say that Since must be below 1 

à 

So, Beta Asset equals:  

OR WE CAN REARRANGE THIS TO FIND THE BETA EQUITY:  

• The key idea here is that the risk to equity-holders depends on the amount of debt à the higher the 
debt in the capital structure – the higher the risk to equity holders  

• For a levered firm, always βAsset < βEquity because debt increases the risk for the equity holders. For 
instance,  

- bigger interest commitments mean less cash available to pay dividends.  
- if a firm uses a high amount of debt à if the firm cannot pay back this debt – debtholders can force the 

firm into bankruptcy… and debtholders receive the money first) 

… SO, THE HIGHER THE DEBT à THE HIGHER THE RISK TO EQUITY HOLDERS 

• Therefore, the equity holders of a levered firm require a higher rate of return (to compensate for the 
risks of using the debt).  

à 

Let us go back to Blues plc example for Project A:  

• Blues plc was an all-equity firm (i.e., unlevered) and had a beta of 1.4 (this was asset beta). 
Suppose Blues decided to change its capital structure as £50m debt and £100m equity. Note 
that the risk of the existing projects of Blues is similar to the risk of Project A.  

• We assume that Project A is financed with all equity (so, only equity holders expect to 
receive something from investing in this project), whereas Blues is financed with debt and 
equity. What is the equity beta for this company? 

 

• So, the appropriate beta for Project A is 2.1 (so, the risk for the equity holders has increased 
because of the introduction of debt into the capital structure – so, beta has increased from 1.4 
to 2.1).  
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• Agency costs:  

• Firm managers with high free cash flows (excess cash à this is basically the amount 
of cash beyond how much a firm needs) may pursue selfish goals at the expense of 
shareholders.  

… e.g., there can be some wasteful investment (empire building (M&A), pet 
projects), as we discussed before. à i.e., the higher the firm size, the higher the 
compensation that the managers receive… the easiest way to increase the firm size is 
to just buy another company…… so, even though this acquisition doesn’t add 
anything to the firm à firm managers can do this to increase the size of the company, 
so that they can receive more compensation (empire building) 

… SO, WHEN A FIRM HAS EXCESS CASH à FIRM MANAGERS HAVE THE 
TENDENCY TO DO THIS  

• But if the firm pays dividends to the shareholders à this will reduce the free cash 
flows (, or the agency cost) that firm managers can use for their own benefit (at the 
expense of shareholders).  

-  

Dividends and Share Repurchases in the European Union: 

 

à this figure shows the total payout, cash dividends, and share repurchases  

… you can see that total payout is increasing  

… after 2000 the share repurchases are increasing (are catching up basically) à and the main 
motivation why firms prefer repurchases is the tax advantages of the share repurchases  
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from a potential bidder… so, say firm A is holding 20% of firm B à so, firm B 

can make an offer to firm A to buy back its own shares  

- Exclusionary self-tender à is opposite of a target repurchase. Here, the target 

company (firm B) makes a tender offer for a given amount of its own shares 

(self-tender) à basically firm B can repurchase its own shares – because the 

shareholders may sell their shares to firm A (i.e., by making a tender offer) 

ààà INSTEAD of this firm B goes and buys the shares from its own existing 

shareholders  

- Recapitalisation and repurchase (this is another strategy) à the target firms 

issues debt to pay out dividends à so, basically the target firm (firm B) 

increases the leverages (/ increases the financial distress) ààà as if firm B 

is in financial distress – then it will be less attractive to the firm A (because 
when firm A acquires firm B à it also undertakes the liabilities of firm B 
as well à so, of course firm A doesn’t want a high liability of firm B…… 
so, if the leverage level is higher in firm B à it will be less attractive to 
firm A) 

- Another strategy is buyback shares à firm B can repurchase its own shares 

to make the firm less financially attractive à because when firm B buys back 

its shares ààà the share price of firm B will increase (because they have 

fewer outstanding shares as a result) – so, if the share price of firm B 

increases à firm A has to pay more to buy the shares of firm B…… i.e., the 

cost of acquisition will be higher for firm A à so, it will be less attractive 

basically… SO, THIS IS ANOTHER STRATEGY THAT FIRM B CAN USE 

AGAINST FIRM A TO PROTECT ITSELF FROM THIS ACQUSITION  

… SO, THESE ARE THE DEFENSIVE STRATEGIES THAT THE TARGET FIRM (/ 
FIRM B) CAN USE AGAINST THE ACQUIRER  
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