Date
Tentative Assignment
Problems

Jan. 18 
Introduction


Jan. 23         
Chapter 1 Role of Finance


Jan. 25
Chapter 2 Financial Marketplace (skip 46-55)
2, 4, 5, 6, & 9

Jan. 30 & Feb. 1
Chapter 3 Evaluation (skip 100-108)
3,4,6,10,12,16,17, & 20

Feb. 6
Quiz 1 (Chapter 1, 2, 3)


Feb. 8, 13
Chapter 4 Time Value  (Skip 150-154)
3,4,6,9,11a,13,16,19,24,30,34,39

Feb. 15  
Chapter 5 Risk and Return (skip 173-180)
4, 5a, 6, 7, & 10

Feb. 20, 22 
Chapter 6 Fixed Income
3a, 5, 7, 9a, &10a

Feb. 27
Quiz 2 (Chapters 4, 5, & 6)


Mar. 1, 6
Chapter 7 Common Stock
3, 4, 5, 7, 12, & 13

Mar. 8
Chapter 8 Cash Flow
4, 6, 10, 11, 13, & 17

Mar. 10-18
Spring Break


Mar. 20, 22
Chapter 9 Capital Budgeting (skip 356-364)
2, 3, 4, 7, 9, 15a,b,c

Mar. 27
Quiz 3 (Chapter 7, 8, 9)


M. 29, Ap.3
Chapter 11 Cost of Capital
2, 6, 8, 11, & 15

Apr. 5
Chapter 12 Capital Structure
4

Apr. 10
Chapter 14 Dividends
3, 7, & 11

Apr. 12
Quiz 4 (Chapters 11,12,14)


Apr. 17
Chapter 15 Working Capital (skip 558-564)
2, 3, 6, & 17

Apr. 19
Chap. 21 International Finance (skip 761-768)
3 & 4

Apr. 24
Chapter 2 International:  pp. 44-52  
10 & 11

Apr. 26
Quiz 5 (Chapters 15, 21, & 2)


May 1
Financial Analysis Due


CHAPTER 1

THE ROLE AND OBJECTIVE OF FINANCIAL MANAGEMENT

Forms of Business Organization


Sole Proprietorship

Partnership: general partnership…limited partnership


Corporation: limited liability, permanency, flexibility, ability to raise capital

Primary Goal: Maximize shareholder wealth…based on market value

Advantages: 1- considers risk and timing


2- determine if decisions are consistent with this objective


3- impersonal objective

Social concerns: stakeholders, managers “satisfice”, customers, employees, community

Agency problems - - occurs when principals hire agents to perform a service.


Stockholders and managers - - perquisites, agency costs


Stockholders and creditors - - increase riskiness of investments (covenants)

Profit maximization: 1- static model that lacks a time dimension, 2- problem with definition of profits, 3- no risk measure

Factors that determine market value:

1- cash flow

2- timing of cash flow

3- risk

Importance of cash flows: accounting terms provide considerable latitude; cash flow concepts are unambiguous 

FIG. 1-2 

Ethical issues faced by financial manager…firms may have a code of ethics

Interrelationship with accounting, economics, marketing, production, quant

Career opportunities

Course: learning vs. grades, play with a few web sites vs. memory work.

CHAPTER 2

DOMESTIC AND INTERNATIONAL FINANCIAL MARKETPLACE
Purpose of this chapter is to provide an overview of the US financial system including the role of financial intermediaries. 

The financial system is the vehicle that channels funds from savers to investing units.  Savers influenced by the rate of return they receive and investing units by the cost of capital they must pay.

Discuss saving-investment cycle.  TABLE 2-1. 

Financial middlemen and financial intermediaries: FIG. 2-1

Financial markets: money and capital markets



       Primary and secondary markets

Financial intermediaries: commercial banks


thrift institutions




     Investment companies

pension funds




     Insurance companies

finance companies (GMAC)

Security exchanges and stock market indexes  (use current WSJ quotes)

Listed exchanges

Over-the-counter (OTC) 

Regulation of the security markets—if maximizing stock price is our goal, then the regulation (rules of the game) must be known.

Securities and Exchange Commission (SEC)

Insider trading

Holding period returns: realized (ex post) and expected (ex ante)

CHAPTER 3

EVALUATION OF FINANCIAL PERFORMANCE

Uses of financial analysis: identify major strengths and weakness - - does the firm have enough cash to meet its current obligations, is the capital structure sound, is the firm collecting its receivables on time, are the assets being efficiently utilized?  

Financial ratios: used to compare how a firm is doing with other similar size firms, with the industry, and with its own past record.

Remember: 1- ratios are only indicators (flags) of potential strengths and weaknesses,

2- ratios are developed from financial data that is produced by the firm,

3-firms’ ratios must be compared with similar firms,

4-ratios must be broken down to discover its true meaning

5-different industries have different ratios that are important

Key Financial Statements: balance sheet, income statement, common-sized statements, and statement of cash flows.


TABLE 3-1, 3-2, 3-3, & 3-4

Liquidity ratios: ability to meet short-term financial obligations:


Current ratio, quick ratio, and aging schedule

Asset management ratios: how efficiently has the firm allocated its resources?


Average collection period = Accounts receivable/annual credit sales/365  


Inventory turnover ratio = Costs of sales/average inventory


Fixed asset turnover ratio = sales/net fixed assets


Total asset turnover ratio = sales/total assets

Financial leverage ratios: the degree to which a firm is employing financial leverage.  Ratios indicate the ability to meet both short and long-term obligations.


Debt ratio = total debt/total assets


Debt-to-equity ratio = total debt/total equity


Times interest earned ratio = EBIT/interest charges

Profitability ratios: indicate how well the firm is making investment and financing decisions.


Gross profit margin = (sales – cost of sales)/sales


Net profit margin = income after taxes/sales


Return on investment = earnings after taxes/total assets


Return on stockholders’ equity = earnings after taxes/stockholders’ equity

Market-based ratios: financial market’s evaluation of a firm.


Price-to-earnings (PE) ratio = market price per share/earnings per share


Market (Price)-to-book value = market price per share/book value per share

Dividend policy ratios: indicators of a firm’s dividend strategy


Payout ratio = dividends per share/earnings per share


Dividend yield = expected dividend per share/stock price

Trend analysis: indicator of a firm’s performance over time and with the industry


FIG. 3-1

Analysis of profitability: return on investment


ROI = EAT/total assets = EAT/sales x sales/total assets





   = net profit margin x total asset turnover


Equity multiplier = total assets/stockholders’ equity


ROE = net profit margin  x  total asset turnover  x  equity multiplier


         = EAT/sales x sales/total assets x total assets/stockholders’ equity

FIG. 3-2 modified DuPont analysis

Sources of comparative financial data: use the net or Value Line

Earnings quality: utilities - -allowance for funds used during construction (AFUDC)  


Banks - - quality of loans

Balance sheet quality: firms’ assets may be substantially below market value, long-term lease obligations, hidden assets.   

Market Value Added (MVA)


MVA = market value – capital

CHAPTER 4

TIME VALUE OF MONEY

Of all the techniques used in finance, none is more important than the discounted cash flow concept.  Most financial decisions involve making an investment today and receiving cash flows from that investment in the future.  Whether buying a bond or leasing a car, the time value is used to determine the price.  

$100 today has a PV of $100 because it will purchase $100 worth of goods in today’s market.  But if we have an inflation rate of 10%, $100 received 1 year from today will purchase less than $100 worth of today’s goods.  In fact it will buy only $90.90 worth of goods.  Therefore, we say that $100 received in 1 year has a PV of $90.90.


$100(1.10) = $110


I = PV0  x  i  x  n 


$110(1.10) = $121


$121(1.10) = $133.10

Discuss the “Magic of compound interest.”

Future Value: Who is interested in FV?


FVn = PV(1+i)n = PV(FVIFi,n)

See Table I 

$1,000 @ 10% for 10 years = $2,594

 To find the interest rate: discount bond matures in 15 years at $1,000 and sells today for $182.68.    ANS. 12%

Present Value: Who is interested in PV?
Process is called discounting.


PV0 = FVn( 1/(1+i)n = FVn(PVIFi,n)  

Table II


PV of $1,000 received in 10 years if discounted at 13%.  


PV = 1,000(.295) = $295


Bought property 8 years ago for $100,0000 and sold today to $327,870, what is your rate of return?


PVIF = 100,000/327,870 = .305 or 16% from Table II. 

Annuities: Who is interested in annuities?


Annuity is an equal cash flow for a specific period of time.  Ex.: Payments from a bond or a lottery.  Ordinary annuity - - payments occur at the end of each period.  Annuity due - - payments occur at the beginning of each period, i.e., lease payments. 


FVANn = PMT(FVIFAi,n)


Table III


$2,000/yr. @ 10% for 40 yrs. = 2,000(442.593) = $885,186


$2,000/y. @ 12% for 40 yrs. = 2,000(767.091) = $1,534,182


Sinking fund problems: the amount to save each period to have a stated amount in the future.


FV of an annuity due. = FVANDn = PMT(FVIFAi,n)(1+i)

PV of an ordinary annuity =  PVAN0 = PMT(PVIFAi,n)

Table IV


What is the PV of a $1,000,000 lottery that promises to pay $100,000 for 10 years if the discount rate is 9%?


PVAN = 100,000(6.418) = $641,800.

Solving for interest rate.  Insurance company offers you an annuity of $8,718.40/year for 20 years for a single payment of $100,000.  What is the implied rate of return?


100,000/8718.40 = 11.470.  From Table IV …i= 6%

Loan amortization: borrow $100,00 to be paid off in 5 years at 12%.


$100,000/3.605 = $27,739.25/year

PV of an annuity due:  PVAND0 = PMT(PVIFAi,n)(1+i)   

Perpetuities: promise to pay an equal cash flow forever.


PVPER0 = PMT/i


Pfd stock that pays $2.25/year if required rate of return is 10%.


PVPER = 2.25/.10 = $22.50 

PV of an uneven payment stream.

PV of deferred annuities: (Use example p. 149)

Compounding:

Problem: If you wish to have $5,000/yr. for a retirement supplement for 15 years (from age 65 to 80), how much must you save for the next 20 years (age 45 to 65), if rate of return is expected to be 10%? 

PVAN = 5,000(PVIFA 10,15) = $38,030.50

$38,030.50 = PMT(FVIFA 10,20)

PMT = $664

Discuss using financial calculators to solve most of the problems presented in this chapter.

CHAPTER 5

ANALYSIS OF RISK AND RETURN

Relationship between risk and return: a key element of effective financial decision making.


Required rate of return = risk-free rate + risk premium


Risk-free rate: return on security with no default risk, i.e., Treasury bill.

rf = real rate of return + expected inflation 

Real rate averages about 2 to 4%

Increases in expected inflation normally lead to increases in the required rate of return on all securities.


Risk premium: investors are risk averse, i.e., they wish to be compensated for assuming risk.  Risk elements include:


Maturity risk 


Default risk


Seniority risk


Marketability risk

Risk and returns for various types of securities: FIG. 5-5  & TABLE 5-5

Investment diversification and portfolio risk analysis

Questions: 1- what return is expected?  


      2- what risk is being taken?

Returns that are negatively related reduce risk.  What is important in the determination of a portfolio’s risk is the degree of correlation of the securities added to the portfolio.

Correlation coefficient - - measures the degree to which two variables move together.  Perfectly positively correlated = 1.0

Perfectly negatively correlated = - 1.0

No correlation = 0

Portfolio returns: r p = ∑wiri
Portfolio risk = √∑∑wiwjρijσiσj
Efficient portfolios: Explain FIG. 5-10, FIG. 5-11, FIG. 5-12

Capital Asset Pricing Model: CAPM

Systematic risk: portion of the variability of an individual security’s returns caused by factors affecting the whole market.


Interest rate changes


Changes in purchasing power (inflation)


Changes in investor expectations

Unsystematic risk: risk that is unique to the firm


Management capabilities and decisions


Strikes


Availability of raw material


Unique effects of government regulation 


Effects of foreign competition


Levels of financial and operating leverage

Security Market Line: SML is the required rate of return for an individual security.

Beta: a measure of systematic risk.


Calculated as the slope of a regression line between the return of the market and the return of an individual security.  Beta = 1, is the risk of the market.  Beta greater than 1 is more risky than the market.

SML and Beta:  kj = rf + Bj(rm – rf)

FIG. 5-15 


Risk premium is about 9.4%

Inflation and the SML 

CHAPTER 6

FIXED-INCOME SECURITIES

Characteristics of fixed-income securities: $1,000 denominations, prices expressed as a percent of par ($1.000)


Mortgage/debenture

 
Senior/junior debt


Subordinated debt


Equipment trust certificates


Asset-backed securities

Features: Indenture - - a contract between the issuer and the lenders


Indenture includes: 1- details the nature of the debt issue


2- the manner in which the principal must be repaid


3- any restrictions on the firm…restrictions are called covenants

Typical covenants: TIE, level of working capital, “poison put”

Trustee - - represent the debt holders in dealing with the issuing company

Call feature - - call premium - - deferred call - - bond refunding

Sinking fund - - reduce the outstanding balance of a debt issue over its life

Equity-linked debt - - convertible debt issue - - warrant

Coupon rates - - floating coupon - - zero coupon - - TIGRs

Maturity - - extendable notes (put bonds)

(Quotes from WSJ - - corporate, T-bills, and T-bonds)  Explain pricing

Bond ratings - - Use FIG 6-1 and TABLE 6-2


Ratings can and do change after the bond is issued.  


WSJ has page on debt issues - - very important in banking industry

Advantages of long-term debt:

1- low after-tax cost

2- increases EPS through financial leverage

3- maintenance of control by owners

Disadvantages of long-term debt

1- increased financial risk

2- restrictions placed on the firm by lenders

International:

1- Eurobonds - - denominated in $ but sold to investors outside the US

2- Foreign bonds - - denominated in the currency of the country of sale

Valuation: 
P0 = I(PVIFAkd,n) + M(PVIFkd,n)

Relationship between the value of a bond and the required rate of return: FIG. 6-4


Interest rate risk


Reinvestment rate risk

Perpetual bonds:
P0 = I/kd
Yield to maturity:


Coupon bonds


Zero coupon bonds

Preferred Stock


Selling price and par value


Adjustable rate preferred stock


Cumulative feature


Participation


Maturity


Call feature


Voting rights

Valuation of preferred: P0 = dp/kp
CHAPTER 7

COMMON STOCK

Common stock - - a variable income security

Characteristics of common stock:


Residual form of ownership


Permanent form of long-term financing


No maturity date

Accounting: Stockholders’ equity


Book value per share


Par value

Stockholder rights: dividend rights

asset rights



        Preemptive rights
voting rights

Other features of common stock:


Classes: voting/non-voting


Stock splits


Reverse stock splits


Stock dividends


Stock repurchases: treasury stock for investment on financial restructuring, disposition of excess cash, reduction of takeover risk.

Advantages of common stock:


Allows flexibility on financial plans; can lower the firm’s cost of capital.

Disadvantages of common stock:


Riskier than debt; requires a higher rate of return; dilution of EPS.

Security Offering Process: Role of the investment banker


Long range planning


Timing of security issue


Purchase of securities


Marketing of securities


Arrangement of private loans and leases


Negotiation of mergers

How securities are sold:


Public offering - - underwriting, purchasing syndicate, selling group, best efforts


Private offering - - flotation costs are reduced


Rights offering - - subscription price

Direct issuance cost: underwriting spread

TABLE 7-4


Underwriting spread = selling price to public – proceeds to company

Registration requirements:


Registration with SEC


Prospectus - - red herring


Shelf registration

Valuation of common stock: discounting the future stream of income.  


HPR = dividend yield + capital gain


Dividends are expected to grow


Stock returns are uncertain

Discuss one-period dividend valuation model.

General dividend valuation model: Value of a firm’s common stock to the investor is equal to the discounted present value of the expected future dividend stream.

Zero growth dividend model: P0 = D/ke
Constant growth dividend model: P0 = D1/(ke – g)

Required rate of return: ke = D1/P0 + g

Nonconstant growth dividend valuation model: 

CHAPTER 8

CAPITAL BUDGETING AND CASH FLOW ANALYSIS

Capital budgeting  - - planning

Cost of capital - - required rate of return

Independent projects

Mutually exclusive projects

Contingent projects

Funds constraint

Basic frame work for capital budgeting: MCC = IOC   
FIG 8-1

Classifying investment projects


Growth opportunities


Cost reductions opportunities


Required by health and safety standards

Estimating cash flows


Cash flows based on an incremental basis


Cash flows measured on an after-tax basis


All indirect costs should be included in the cash flows


Sunk costs should not be included


Value of resources in terms of their opportunity costs

Net Investment (NINV)


Cost plus installation and shipping


+ increase in net working capital

· sale of existing assets

+/- tax on sale of existing assets

Net (operating) Cash Flows


Incremental after tax net cash flows (NCF)


NCF = (Δ  R -  Δ O -  Δ Dep.)(1-T)  +  Δ Dep.  -  Δ NWC

Recovery of after-tax salvage value


Sale of an asset for its book value


Sale of an asset for less than its book value


Sale of an asset for more than BV but less than original costs

Recovery of NWC at the end of the project

Interest charges

Asset expansion projects: increase sales:
Table 8-5

Asset replacement projects: more efficient asset: 
Table 8-6, and Table 8-7

Problems in cash flow estimation


Difficult to predict the actual cash flow 


Different projects have varying degrees of uncertainty

CHAPTER 9

CAPITAL BUDGETINNG DECISION CRITERIA
There are four methods commonly used to evaluate capital investment projects: 1- NPV, 2 – IRR, 3- profitability index (PI), 4- payback (PB).

Net Present Value - - NPV


NPV = PVNCF – NINV

NPV is the present value of the stream of net cash flows from the project minus the project’s net investment.  NPV method is sometimes called the discounted cash flow (DCF) technique.  The cash flows are discounted at the firm’s required rate of return; that is, its cost of capital.

Decision Rule: project should be accepted if its NPV is greater than zero.  A positive NPV increases the value of the stock.

Mutually exclusive.

N PV is consistent with shareholder wealth maximization

Value additivity principle

NPV indicates whether a project will yield the rate of return required by investors

Disadvantage: PV dollar return is a difficult concept

Internal Rate of Return - - IRR

Defined as the discount rate that equates the PV of the NCF from a project with the PV of the net investment.

 n

ΣNCFt/(1 + r)t = NINV

           t=1

Solve for r using trial and error (like YTM for a bond).


For an annuity use: PVAN = PMT(PVIFAr,n)

Decision rule: accept if the IRR is greater than the firm’s cost of capital.

Disadvantage: can have multiple internal rates of return

Profitability Index - - PI: present value return per dollar of initial investment


PI or benefit-cost ratio.  PI = PVNCF/NINV

Decision rule: accept if PI is greater than 1

NPV vs. IRR: the reinvestment rate assumption

Payback Period (PB)


PB = net investment/annual net cash inflows

Advantages and disadvantages

CHAPTER 11

THE COST OF CAPITAL
The cost of capital is the determination of what the firm has to pay for the capital it uses to finance new investments.  Basically, if a new investment earns an IRR that is greater than the cost of capital, the value of the firm increases.

The weighted cost of capital is the discount rate used when computing the NPV of a project of average risk.  Also the hurdle rate used with the IRR.

Lumpy capital.  It is generally incorrect to associate any particular source of financing with a particular project.

Required return =  rf + risk premium


Fig. 11-1

Relative cost of capital: interest rate risk, pfd stock riskier than debt, common stock is the riskiest type of security.

Marginal costs


Marginal costs of capital are the relevant capital costs NOT historic average capital costs when making new (marginal) resource allocation decisions.

Cost of debt:  ki = kd (1 – T)


The computation of the pretax cost of debt is similar to the calculation of the YTM of a bond.

Cost of preferred stock: kp = Dp/Pnet

If preferred stock is callable, the computation of the cost is similar to that of bonds.

Cost of internal equity capital: ke = D1/P0 + g


Constant growth model/dividend valuation model

Issues in implementation


Where can analyst obtain an estimate of the growth rate in earnings and dividends?  Studies show that: 1- analysts’ estimates are very accurate, 2- analysts’ forecasts out perform extrapolative forecasts in explaining share prices.  IBES and Zack’s report consensus estimates. 

CAPM approach: kj = rf + βj(km – rf)
Fig. 11-2


Cost of equity could be determined from the firm’s cost of debt plus 6.5%,  the average cost of equity for firm’s with a beta of 1 in the last 70 years.

Cost of external equity capital


ke = D1/Pnet + g

Table 11-2

 Divisional costs of capital

Weighted cost of capital:

1- determine the break points

2- calculate the cost of capital for each individual component

3- compute the weighted cost of capital for each increment of capital raised

ka = We(ke)  + Wi(ki)  + Wp(kp)

Determining the optimal capital budget.  Fig. 11-3 and Fig 11-4.

CHAPTER 12

CAPITAL STRUCTURE CONCEPTS
Capital structure - - the amount of permanent short-term debt, long-term debt, preferred stock, and common equity used to finance a firm.

Financial structure - - the amount of total current liabilities, long-term debt, pfd stock, and common equity used to finance a firm.

Optimal capital structure - - the mix of debt, pfd stock, and common equity that minimizes the weighted cost of the firm of its employed capital.

Assumptions of capital structure analysis

1- a firm’s investment policy is held constant when the effects of capital structure changes on firm value are examined.

2- Investments undertaken by the firm do not materially change the debt capacity of the firm.

Business risk - - factors affecting

1- variability of sales volume over business cycle

2- variability of selling prices

3- variability of costs

4- existence of market power

5- degree of operating leverage

Financial risk - - the additional variability of EPS and the increases probability of insolvency that arises when a firm uses fixed-cost sources of funds. FIG. 12-1

Explain the effect of financial leverage on stockholder returns and risk. TABLE 12-1

Capital structure theory


MM—firm’s overall cost of capital and, therefore, its value, is independent of capital structure. 
FIG. 12-2 & TABLE 12-2

Market Value = D/ke + I/kd
Capital structure with a corporate income tax:


Tax shield amount = I x B x T


PV tax shield = B x T

Market Value of levered firm = MV of unlevered firm + PV tax shield

Since corporations do not normally approach 100% debt financing, then other factors must influence the capital structure choice: 1- bankruptcy cost—high interest costs  and loss of customer confidence, 2- agency costs—monitoring and bonding expenses like protective covenants. 

FIG. 12-4 & FIG. 12-5

Other considerations in the capital structure decision:

1- personal tax effects, 2- industry effects, 3- signaling effects, & 4- pecking order theory

CHAPTER 14

DIVIDEND POLICY

Determinants of dividend policy:


Legal constraints


Restrictive covenants


Tax considerations


Liquidity considerations


Borrowing capacity


Earnings stability


Growth prospects


Shareholder preferences


Protection against dilution

Dividend policy and firm value


MM - - firm’s value is determined solely by its investment decisions


Information content


Signaling effects


Flotation costs


Agency costs

Dividend Policies


Passive residual policy


Stable dollar policy


Constant payout


Small quarterly dividend plus year-end extras

Dividend payments: declaration date, ex-dividend date, record date, and payment date

Dividend reinvestment plans

Stock dividends – change on balance sheet, change in stock price

Stock splits - - change on balance sheet, change in stock price

Tender offer

CHAPTER 15

FINANCIAL FORECASTING AND WORKING CAPITAL POLICY
Financial forecasting—estimating additional funds needed in upcoming period.

Percentage of sales forecasting method: To explain use TABLE 15-1


AFN = [A/S(ΔS) –CL/S(ΔS)] – EAT – D
       TABLE 15-2

Working capital policy involves decisions about a company’s current assets and current liabilities.

Net working capital - - the difference between current assets and current liabilities.

Working capital management - - day to day decisions that determine the following:

1- firm’s level of current asset investment

2- proportion of short-term and long-term debt used to finance the firm’s assets

3- level of investment in each type of current asset

4- specific sources and mix of short-term credit the firm should employ

Operating cycle analysis


Operating cycle = inven. conversion pd. + rec. conv. pd. 


Inv. conv. Pd. = accts inv./cost of sales/365


Rec. cov. Pd. = accts rec./annual credit sales/365

Cash conv. cycle = operating cycle – payables deferral pd.
Fig. 15-1

Levels of Working Capital investment

Profit vs. risk.  FIG. 15-2
TABLE 15-8

Remember: There is no single working-capital investment policy that is optimal for all firms.

Proportions of short-term and long-term financing


Risk of short-term vs. long-term


Cost of short-term vs. long-term
FIG. 15-3, 15-4, 15-5, & 15-6


Profit vs. risk




TABLE 15-9

Overall working capital policy.  Joint impact of levels and financing.


TABLE 15-10

CHAPTER 21

INTERNATIONAL FINANCE
