BUSI2504
Finance Exam Review
Ch.1 – intro to corporate finance
Financial Management:
· Managing a corporation’s money
· [bookmark: _GoBack]Where to invest
· Whether or not to replace an old asset
· When to issue new stocks and bonds
· How to keep inventory costs down
· Objective: maximize shareholder wealth

Ch. 2 – financial statements
	Cash Flow from Assets
	=
	Operating Cash Flow, OCF

	
	-
	Net Capital Spending, NCS

	
	-
	Additional net working capital, ΔNWC

	Operating Cash Flow, OCF
	=
	EBIT + Depreciation – taxes 

	Net Capital Spending, NCS
	=
	Net Fixed Assets1  - Net Fixed Assets0

	
	+
	Depreciation

	Net Working Capital, NWC
	=
	Current Assets – Current Liabilities

	Δ Net Working Capital, ΔNWC
	=
	Working Capital1 – Working Capital0



Ch. 5 – Time Value of Money
· PV or FV of Single Savings
· Bank savings account
· Annuity
· Lottery winnings
· Perpetuity 
· Preferred share
· Growing perpetuity
· Stock with constant growth
· Solve for any unknown (PV, FV, r, T)

Ch. 6 – Discounted Cash Flows
Solving a time value problem:
1. Identify:
· Cash flows in and out
· Discount rate
· Number of periods
· Timing of cash flows
2. Draw cash flow diagram

Converting between EAR & APR:
[image: ]
Frequency of compounding periods:
· If know an effective rate for one compounding period, convert to the equivalent effective rate with a different compounding period
Ch. 7 – valuing bonds
Characteristics of Bonds:
· Par (face) Value
· Coupon Rate
· Frequency of Coupon Payments
· Maturity Date
Bond Indenture:
· Detailed specification of requirements placed on bond issue
· Secured versus unsecured
· Repayment provisions
· Sinking fund
· Callable/Retractable
· Convertible 
Bond Price vs. Yield:
Price and interest rates move inversely

[image: ]

[image: ]

[image: ]

Bond Features:
· Zero-coupon and stripped
· Floating rate
· Real return
Advantages and Disadvantages of Bonds
· Interest deductible for firm, but completely taxable for investor
· No claim on profits of firm, but interest payments must be paid
· Covenants may restrict firm management
Valuation of bonds:
· Price of bond = PVA(coupon) + PV(face value)
· Typical face value = $1,000
· Semi-annual Coupons
· C = Face Value * (RC/m) every 6 months
· Where m = # of coupons per year
[image: ]
Bonds: Maturity, Coupon & Yield
· Yield and price move in opposite directions
· Yield has a component reflecting coupon payments and a component reflecting capital gain
· When coupon rate, Rc, is less than yield-to-maturity, Y, then P0 < F
· Capital gain makes up for low coupon
· When Rc is greater than Y, then P0 > F
· Price is more sensitive to changes in interest rates for long-term bonds than for short-term bonds
· Price is more sensitive to changes n interest rates for low-coupon bonds than for high-coupon bonds
Determinants of Bond Yields:
· Bond yields reflect 6 factors:
· The real rate of return
· Expected inflation
· Interest rate risk
· Default risk
· Taxability of coupon payments
· Liquidity of the bond issue




The Fisher Effect – relates real rates, nominal rates and inflation:
· (1 + R) = (1 + r)(1 + h)
· R = nominal rate
· r = real rate
· h = expected inflation rate
· Approximation of the above relationship is:
· R ≈ r + h
Preferred Shares – stock with dividend priority over common stock, normally with a fixed dividend rate, often w/o voting rights
· Half bond; half stock
· Obtain new external funding without:
· Losing control of firm
· Default risk of debt
· Can have special features
· Callable/Retractable
· Table 17-1
Common Shares – equity without priority for dividends or in bankruptcy
· Rights of shareholders
· Residual claim to profits
· Vote for board of directors
· Majority voting
· Cumulative voting
[image: ]
Valuation of Preferred Shares:
· Price of preferred = PV (perpetual dividend)
· Fixed dividend specified at time of issue
· Dividends need not be paid by firm
[image: ]
Valuation of Common Shares:
· Price of common = PV (dividend stream)
· Dividend can be variable, constant, growing, decreasing
· Dividends need not be paid by firm
[image: ]
· Super-growth model

Ch. 9 – Capital Budgeting
Capital Budgeting Procedure:
· Incremental cash flows
· Cash flow changes if undertake project
· Correct for non-cash expenses (depreciation)
· After-tax, market values
· Book values irrelevant
· Taxes key consideration
· Required Rate of Return – see cost of capital
Techniques for Selecting Projects:
· Average accounting return (AAR) – an investment’s average net income divided by its average book value
· Based on the AAR rule, a project is acceptable if its average accounting return exceeds a target average accounting return
· Payback Period – the amt of time required for an investment to generate cash flows to recover its initial cost
· Based on the payback rule, an investment is acceptable if its calculated payback is less than some prespecified number of years
· Discounted Payback Period – the length of time required for an investments discounted cash flows to equal its initial cost
· An investment is acceptable if its discounted payback is less than some prescribed number of years

· Net Present Value (NPV) – the difference between the investment’s market value and its cost
[image: ]
· Internal Rate of Return (IRR) – the discount rate that makes the NPV of an investment zero
· Based on the IRR rule, an investment is acceptable if the IRR exceeds the required return. It should be rejected otherwise.
· The IRR on an investment is the return that results in a zero NPV hen it is used as the discount rate

[image: ]

	Internal Rate of Return Rule

	Advantages
	Disadvantages

	1. Closely related to NPV, generally leading to identical decisions
	1. May result in multiple answers or no answer with non-conventional cash flows

	2. Easy to understand and communicate
	2. May lead to incorrect decisions in comparisons of mutually exclusive investments









· Profitability Index (PI) – the present value of an investments future cash flows divided by its initial cost. Also benefit/cost ratio.
[image: ]
	Profitability Index Rule

	Advantages
	Disadvantages

	1. Closely related to NPV, generally leading to identical decisions
	1. May lead to incorrect decisions in comparisons of mutually exclusive investments

	2. Easy to understand and communicate
	

	3. May be useful when available investment funds are limited
	


Choosing Projects:
· Independent Projects
· Choose any project if NPV ≥ 0
· Mutually Exclusive Projects
· Choose project with largest NPV if NPV ≥ 0
· Capital Rationing
· List all combinations of projects within budget
· Choose combination with highest total NPV

Ch. 12 – Market History
Returns
· Realized (total) return and components
[image: ]
[image: ]
[image: ]

Return Statistics:
· Average returns and variances
[image: ]
[image: ]
[image: ]



Market Efficiency – Current Price Reflects:
· Strong form
· Price information
· Public information
· Historical information
· Semi-strong form
· Public information
· Historical information
· Weak form
· Historical information

Ch. 13 – risk & return

Expected returns & variances:
· Expected returns and variances are based upon the probabilities of possible outcomes
[image: ]
[image: ]
Portfolio Expected Return:
[image: ]
Portfolio Variance 1:
· Compute the portfolio return for each state:
· RP = w1R1 + w2R2 + … + wmRm
· Compute the expected portfolio return as for an individual asset
· Compute the portfolio variance and standard deviation as for an individual asset
Portfolio Variance 2:
· Must know the correlation between each pair of assets in the portfolio
[image: ]
Diversification and Correlation:
· Return correlation is a measure of the tendency for two (random) returns to go up and down together
· Diversification – reduces the risk of a portfolio whenever the correlations among stocks in the portfolio is less that perfect ( < 1.0)
· When some returns go down, others tend to go up, smoothing out the portfolio return
· If 2 stocks are perfectly positively correlated, then there is simply a risk-return trade-off between the two securities
Beta – the measure of the relative systematic risk of an asset
· The beta of the overall market portfolio is 1
· betaP = w1beta1 + w2beta2 + … + wmbetam
· Investors care about beta risk, because it cannot be reduced through diversification
Capital Asset Pricing Model (CAPM) – a theory to explain why different assets have different expected returns
· The required return for a risky asset, A, is:
kA = RF + betaA (ERmarket - RF)

Ch. 14 – cost of capital
Cost of Capital: Valuing Projects
· Want to undertake projects that will add to value of the firm
· Present value of a project depends upon how we weigh cash flows received at different times
· How do we determine the appropriate discount rates for new projects?
Cost of Capital: Funding projects
· Required rate of return on projects should reflect cost of undertaking project
· How to fun long-term (capital) assets?
· Cost of capital (cost of funds) reflects:
· Riskiness of past projects undertaken by firm
· Mixture of funding sources used by firm

Rules for Using Weighted Average Cost of Capital (WACC) to Discount Cash Flows:
· Risk of new projects match irsk of typical firm project
· Mixture of funding sources for new projects matches typical mixture used by firm
· Show overall rate of return market requires to fund firm’s projects

Measuring Cost of Funds:
[image: ]
[image: ]
[image: ]
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Cost of Common Equity – CAPM:
· Using the CAPM to determine the required yield on equity
[image: ]

Flotation Costs:
· Compute weighted average flotation cost
· Add this to the project cost
· Use the target weights because the firm will issue securities in these percentages over the long term
· Weighted Average Flotation Cost:
[image: ]

Ch. 15 – Raising Capital

Issuing securities to the public:
· Public Issue – the creation and sale of the securities that are intended to be traded on the public markets
· IPO (Initial Public Offering; or unseasoned new issue) – a company’s first equity issue made available to the public
· SEO (Seasoned Equity Offering) – a new issue for a company that has previously issues securities to the public
Alternative Issue Methods – Cash Offer:
· New securities offered for sale to the general public on a cash basis through an investment bank
· Firm commitment
· Best efforts
· Bought deal
The cost of Issuing Securities:
· Direct expenses:
· Spread
· Legal fees, filing fees
· Indirect expenses:
· Management time spent working on issue
· Must share control with outsiders
· Abnormal returns
· Price of existing stock tends to decline when new equity is issued
· IPO underpricing
· Over allotment (Green Shoe Provision) option – an underwriting provision that permits syndicate members to purchase additional shares at the original offering price
· Additional shares that the syndicate can purchase after the issue has gone to market
Common Share Rights Offerings
· Preemptive right provision in corporate charter gives existing shareholders first option to purchase new issues of shares
[image: ]

Ch. 20 – credit management
See slides for example





Ch. 21 – international finance

Foreign exchange rates affected by:
· Purchasing power and relative inflation
· Law of one price
· Relative interest rates
· Interest rate parity
· Balance of payments
· Demand for own versus foreign currencies
· Government policies
· Demand and supply for own currency

Exchange rate relationships:
[image: ]

Important International Terms:
· Eurocurrency – money deposited in a financial centre outside of the country whose currency is involved
· Eurobonds – international bonds issued in multiple countries but denominated in a single currency (usually the issuer’s currency)
· Foreign bonds – international bonds issues in a single country, usually denominated in that country’s currency
· London Interbank Offer Rate (LIBOR) – the rate most international banks charge one another for overnight Eurodollar loans
· Exchange rate – the price of one country’s currency expressed in another country’s currency
· Spot Exchange Rate – the exchange rate on a spot trade
· Spot Trade – an agreement to trade currencies based on the exchange rate today for settlement in two days
· Forward Exchange Rate – the agreed-on exchange rate to be used in a forward trade
· Cross Exchange Rate – the implicit exchange rate between two currencies (usually non-U.S.) quoted in some third currency (usually the U.S. Dollar)



Exam Hint:
[image: ]
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PB0 = C ∗
1−1 1+ Y m( )N
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Number of Shares Needed to Elect N Directors Under Cumulative Voting:



Shares Needed, N =
Total # of Shares Outstanding ∗E



M +1
+1
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Geometric Average Return, r̂ = 1+ rn( )
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Variance: σ 2 = wA
2σ A



2 + wB
2σ B



2 + 2wAwBσ Aσ Bρ



Standard Deviation: σ = Variance
Correlation: −1≤ ρ ≤ +1
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After-tax Cost of Debt = rd ∗ 1−T( )
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Relative Purchasing Power Parity:



E S1( )  1+ hFC − hCdn( )⎡⎣ ⎤⎦
Interest Rate Parity:



F1 = S0



1+ rF
Foreign( )



1+ rF
Cdn( )  S0 1+ RF



Foreign − RF
Cdn( )⎡



⎣
⎤
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International Fisher Equation
RF



Cdn − hCdn  RF
Foreign − hFC



Real interest rates are equal across countries
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Price or Value of a project or other investment:



P = PV Expected Cash Flows( )⎡⎣ ⎤⎦
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