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[bookmark: _GoBack]Sources and Uses of Cash
CF Assets= CF Creditors + CF Shareholders
The cash flow identity summarizes the total cash result of all the transactions the firm engaged in during the year.
Sources of cash are the activities that generate cash.
Uses of cash are the activities that spend cash.
We start the analysis with the changes in the firm’s balance sheet.

- use cash by buying assets or making payments (^A, vL)
- an ^ in an asset = firm bought so it’s a use of cash
- a v in an asset = firm sold asset so it’s a source of cash 
- ^ in L = firm borrowed = source of cash
- v in L = firm paid off someone = use of cash 
USES OF CASH: ^ ON LEFT SIDE/v ON RIGHT SIDE (assets)
SOURCES OF CASH: v ON LEFT SIDE/^ ON RIGHT SIDE (L or OE)
^ in fixed assets = use of cash, buying stuff 
v in long term debt = use of cash, paying off your debt 
^ in long term debt = source or cash, borrowing money 

STANDARDIZED FINANCIAL STATEMENTS
common size – present items in percentage 
balance sheet = % of assets
income statement = % of sales 
common base year - present items relative to a base year amount 
% of base year (ie. 2012/2011 amount)
- combine common size & base year eliminates effect of assets/sales growth
change in % from common size numbers from base year

RATIO ANALYSIS – can compare companies of diff. sizes 
Financial ratios are traditionally grouped into the following categories:
Short-term solvency or liquidity ratios
Long-term solvency or financial leverage ratios
Asset management or turnover ratios
Profitability ratios
Market value ratios

Why We Evaluate Financial Statements 
internal uses – performance evaluation and planning for the future 
external uses – ST/LT creditors, potential investors, evaluate competitors, acquiring another firm 

Choosing a Benchmark – how to compare
time trend analysis – history
peer group analysis – find similar firms 

Problem w/ Financial Statement Analysis
- no theory to find what to look for/what benchmark to use
- a lot of companies are too unique to be accurately compared to others
- globalization makes it difficult to compare things from diff. countries 
- can be the same industry but means of operation can be diff. 
- profitability is affected by environment
- diff. invent. procedures, diff. end of fiscal yr. & unusual events 
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- cash flow from different time periods can’t be directly compared 
- economic value depends on time money was received/disbursed

compounding: turn current dollars into economically equivalent future dollar
discounting: turn future dollars into economically equivalent current dollar

FUTURE VALUE – amount an investment will grow after earning interest 
simple interest: interest earned only on the original investment
compound interest: interest is earned on the interest 

simple interest
FV = PV x (1 + t x r) 29600
compound interest 
FV = PV x (1 + r)^t 

r = interest rate, t = # of times compounded 
- if question asks for double money, triple money, etc use any value for PV/FV, what matters is the ratio 

Multiple Cash Flow
You deposit $1,200 in your bank account today; $1,400 one year later; and $1,000 two years from today.  If your bank offers you an 8% interest rate on your account, how much money will you have in the account three years from today?
- compound each deposit w/ years it will be in the account and add them all
- OR compound for years up to the new deposit, add new deposit as they come 

Your auto dealer gives you the choice to pay $15,500 cash now, or make three payments: $8,000 now and $4,000 at the end of the following two years. 
If your investment has a rate of return of 8%, which do you prefer?
- find out present value of future amounts and add them 
PV = FV/(1 + r)^t

different b/w annuity and compound interest: compound = 1 investment 

annuity: equally spaced/lvl stream of cash flows (finite # of periods)
perpetuity: stream of lvl cash payments that never ends 
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Future Value for Annuities 
[image: ]C = annual deposit 
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Let’s say you want buy a car and know you can afford $500  in  loan payments each month and you want a 4 year term on the loan.
Interest on the car loan is 6% per year. 
The loan is a 4 year loan.
How big can your car loan be?
r = 6%/12 = .5% = 0.005
t = 4 year loan, 12 x 4 = 48
** convert everything to match payment frequency 
- loan left over: t = remaining periods 
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missing t = (logFV/PV)/log(1+r)
missing r = (FV/PV)^(1/t) – 1
PV = FV/(1 + r)^t
PV of growing annuity = 

c = first payment
r = interest/return rate
g = growth of payment 
t = years 

PV of growing perpetuity = C/(r-g)
if it’s payment starting from today, numerator = C0x(1 + g)

Annuities Due 
PV =  C + PV ordinary annuity for t periods 
FV = FV ordinary annuity x (1 + r)
FV = PV annuity due x (1 +r)^t
option2
use t = -1
use t = 0
option3 = calculator (make sure it’s at BGN mode)

today: t = 0, not t = 1, last t = last year – 1
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m = # of compounding periods per year
f = number of payment periods per year 
APR – annual percentage rate
- I/R annualized using simple interest
APR = interest rate or period x # of periods 
ie. 1% monthly
APR = .01 x 12 = 12%
EAR – effective annual rate, use for best interest rate 
EPR – effective period rate 

Mortgages – annuity 
principal – amount of mortgage, balance owing
term – time period for which the interest rate is locked in
amortization period – time period in which you pay off your principal
compounding frequency – not more frequently than semi-annually 
[bookmark: _WNSectionTitle_3][bookmark: _WNTabType_2]	2013-09-16 12:57 PM
- use EPR as interest rate, assume m = 2

bonds – financial assets issued by governments/corporations to borrow $
type of security, LT
bond holders – own securities, right to cash flows, can trade them
- payment @ maturity = face value, par value, maturity value or principal
amount borrowed by government/corporation, usually $1000
coupons - interest payment paid to bondholders
maturity date – day loan is paid off 

coupon rate – annual interest payment divided by face value of the bond 
determines cash flows a bond will produce 
discount rate (yield to maturity) – market interest rate that cash flows from the bond (face value/coupons) are discounted to determine present value 
- interest rates change in the market but coupon rate doesn’t 

Price of a Bond – present value of it’s future cash flows
- present value of coupon payments and face value of the bond
- value cash flows by using the discount rate/rate of return of an investment of equal risk (opportunity cost)
- bonds usually have a semi annual coupons 
coupon payment is paid in 2 equal installments every 6 months 
- time lines are converted into 6 months period, compute 6-month required return 

Yield to Maturity – measures return considering current yield (interest income), changes in the bond value over its life
- interest rate of the investor, discount rate making the PV of the band’s cash flows equal to its price 
- depends on size and number of coupons, size/timing of principal, measure of return if you hold the bond to maturity 

Zero Coupon Bonds – ak.a strip bonds
- no coupons, pure discount

Interest Rate Risk 
- bond price fall when interest rates rise and vice versa
- rate of return vary w/ interest rates 
- interest rate risk = risk in bond prices due to fluctuation in interest rates 
- more sensitive/risky depending on time of maturity/coupon rate
- more sensitive to interest rate = longer maturity, less coupon rate 

Bond Characteristics
pull to PAR – price reverts to face value assuming no credit risk 
default risk – diff b/w corporate and government borrowers
corporate borrowers can run out of cash/default on borrowings
government of Canada can’t default, just print more money 
premium/credit spread is diff. b/w promised yield on a corporate bond and yield on a Canada bond w/ same coupon/maturity
riskier corporations will have bigger credit spread 
> BBB = investment bonds, < BB = high yield, junk bonds 

Determinants of Bond Yields
term structure of interest rates
- relationship b/w nominal rates on default free, pure discount securities and time to maturity 
- determine 3 components; real rate, inflation, interest rate (gov./corp.)
yield curve
- based on coupon bond yirls. 
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- corporation bonds also consider default risk, liquidity risk, various features 

dividend growth model – determines current price of a stock
- cannot have growth rate bigger than return rate, “illegal”, present value keeps rising 
- x amount of shares: value of the stock/amount of shares = price per share 

- value of a stock depends on expected growth rates/how long the rates last 
criticisms: level of the market can be higher than the present value of expected dividends
also, market prices are more volatile than present value of dividends 

Factors Driving Share Prices (besides dividends/dividend growth)
- industry life cycle, business cycle, supply/demand shocks, liquidation of firm, investor psychology, and replacement cost of the firm’s assets 

Benchmark PE ratio for stocks w/o dividends
- comes from similar companies or a companies historical values, security analysts
forward PE ratio – PE ratio based on estimated future earnings 
target prices – benchmark stock price per share and actual earning next year 

Price-sales ratio; usually .8 – 2.0, but can be higher for younger/growing companies

Shareholders
- power through electing directors once a year @ a meeting, who direct managers 
- 1 share = 1 vote. value of share is related to the general rights of the shareholders
Typical Shareholder Rights; right to..
- share proportionally in dividends paid and assets remaining after paying liabilities 
- vote on shareholder matters of great importance (ex. mergers), usually done in meetings 
preemptive right – right to share proportionally in any new stock sold, offer shareholders before the public so they can protect their ownership in the corporation
Dividends - return on capital (in)directly contributed to the corporations by shareholders
- not a liability unless it’s declared by the board of directors (don’t have to pay)
- not a business expense, not deductible for tax, paid out of after tax profits
- dividends received are partially sheltered by a dividend tax credit, double taxation
Classes of Stock – can have different common stocks w/ unequal voting rights 
- done because of control over the firm, can issue stocks w/ limited control 

Preferred Stocks – pref. over common stock (diff. dividends/assets during liquidation)
Cumulative and Non-Cumulative Dividends
- cumulative = dividends gets carried forward to the next year if not paid (arrearage; maj.)
- directors can defer preferred dividends indefinitely BUT 
common shareholders = same, pref. share holders get more rights w/ long wait
- paid when shareholders receive a stated dividend and if the corporation is liquidated
- carry credit ratings, can be turned into common stocks, can be seen as debt 
Preferred Stock and Taxes 

Stock Market Reporting
Stock market quotations are published in the newspapers (e.g. Financial Post), and are also available on-line (e.g. Google Finance) 
In Canada, large cap stocks trade on the TSE, small stocks trade on TSX Venture Exchange, derivatives on Montreal Exchange.
Quotes and corporate information on stocks can be found at the exchange’s website.

Primary market: part of the financial markets where the sale of new stock first occurs.
Initial public offering (IPO): first offering of stock to the general public.
Seasoned issue (SEO): sale of new shares by a firm that has already been through an IPO.
Secondary market: part of the financial markets in which already issued securities are traded by investors.
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capital budgeting decision (strategic asset allocation), most imp. issue in corporate finance
determines fixed assets to buy
determines whether to launch a new product or enter a new market
capital budgeting decisions can determine success of a business for many yrs 
- most fundamental decision a business makes concerns its product line
what services should we offer? what will sell? what market? what new product?
other concerns: how a firm finances its operations (capital structure) and manages its ST operating activities (working capital)

- discount rate = the opportunity cost of capital b/c the return you give up by investing in the project 

NPV = difference b/w the present/market value of a project and its cost
how much value is created from undertaking an investment?
estimate expected future cash flows
estimate required return for the projects of this risk level
find the present value of the cash flows and subtract initial investment 
- helps maximize shareholders wealth 
- is dominate criteria
- can be wrong b/c it’s an estimate 

- some criteria can give wrong answers
internal rate of return – discount rate where NPV equals 0
set NPV to 0, find r
advantages of IRR
- know a return is appealing
communicates value of a project to someone who doesn’t know all the est. details
- if IRR is high enough, you don’t need to est. return rate 
- leads to the same answers as the NPV method 
disadvantages of IRR
- can result in multiple answers/no answer w/ non-conventional cash flows
if cash flows change sign more than once, there is more than one IRR
- can give incorrect decisions in comparisons of mutually exclusive investments 
can only pick one investment out of two 
- in either situations, go with NPV rule (accept if NPV > 0)

payback
advantages of payback
- easy to understand, adjust for uncertainties, biased towards liquidity 
disadvantages of payback
- ignores time value of money, arbitrary cutoff point, ignores cash flows beyond cutoff date, biased against LY projects 

discounted payback
- time period it takes for the discounted cash flows generated by the project to cover the initial investment in the project
- ignores cash flows after arbitrary cutoff date, rejects some + NPV projects
- NPV is always preferable, accept project if it pays back on a discounted basis within the specified time 
advantages of discounted payback
- includes time value of money, biased towards liquidity, doesn’t accept (-) est. NPV invest.
- same disadvantages as payback

Average Accounting Return (AAR)
- average net income/average book value
- average book value depends on how the asset is depreciated
- need target cutoff rate
- accept project if AAR > preset AAR rate 
advantages: easy to calculate, needed information is usually available
disadvantages: not true rate of return, TVM is ignored, arbitrary cutoff rate, based on accounting net income and book values, not cash flows and market values 

profitability index
- measures benefit of per unit cost, based on TVM (present value/cost)
- 1.1 = every $1 adds 10 cents in value
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- most important investment criteria = time value money 
capital cost allowance – CCA is depreciation for tax purposes 
- should be calculated according the CCA dictated by tax code 
- non cash item, relevant b/c affects taxes, deducted from operating earnings
- before calculating taxes, creating a tax shield 
- calculating CCA = assets are assigned to different asset classes by CRA
- most use declining balance, class 13 follows straight-line (ch. 2.5)
- table 2.9 in the textbook shows some CCA classes (tells rate)

tax shield formula
- asset class remains open, positive UCC balance, always assets in the class
- terminal loss/CCA recapture if UCC balance is negative, or sell remaining assets in the class, won’t consider recapture or terminal losses in this course
DIFFERENT THEN CHART WAY
- accounts for tax impacts of buying/selling an asset beyond actual life of the project
- CCA tax shild gives more accurate answer
- difference is the salvage value 
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+ Example (contd.)
- Ifthe loan owing (principal owing) is $9,493.71, how
many payments are left?

* Answers | 1
- $9.493.71 =500 | — (- 0-005)
(o) 0.005

r

PV =Cx

1,005 =1.1049
1=20
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+ Example (contd.)
- Let's say your payments on the 48 month loan were
$490, not $500. What would your interest rate be?

1

. $21,290.16 - 5490 | =07
B

* Answers

B 1
a+n"
-

—4345

4%
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- Future Value of $2,000 per year received at the end
of 5 periods with a 10% rate of return.
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