CONCEPT QUESTIONS - CHAPTER 13
13.1(
What choices are available to a firm when extra cash is received?

It can take one of two actions. On the one hand, it can pay put the cash immediately as a dividend. On the other hand, the firm can invest extra cash in a project, paying out the future cash flows of the project as dividends.


 (
When estimating the cost of equity for Quatram, what key assumptions were made?

Two key assumptions were made: (1) the beta risk of the new projects is the same as the risk of the firm, and (2) the firm is all-equity financed.

13.2(
How does one calculate the discount rate from the beta?



Multiply the beta by the market risk premium and add the risk free rate.


 (
What are the two key assumptions we used when calculating the discount rate?

1. The beta risk of the new project is the same as the risk of the firm.

2. The firm is all-equity financed.

13.4( What is the relationship between the firm’s cost of capital and the security market line (SML)?



Under the CAPM, we assume that common shareholders are concerned only with market risk. Thus, the risk premium that investors demand is assumed to be based solely on the stock’s beta coefficient and the market risk premium set forth in the security market line (SML) equation.  Given an estimate of (1) the risk-free rate, (2) the beta of the firm’s shares, and (3) the required rate of return on the market, we can estimate the required return on a firm’s equity. This required rate of return can be used as the cost of retained earnings.

· When calculating a firm’s WACC, why are market-value weights more appropriate than book-value weights?

Book values, as reported on balance sheets, reflect the historical cost of assets. At times, historical costs have little to do with assets’ current earning power, with the actual value of these assets, or with their ability to produce cash flows that can be used to serve debt. Market values almost always better reflect earning power, cash generation, and debt service ability. 

13.5( What compromises are necessary in computing WACC for Bombardier?

1. Being multi-national, we should ideally be determining the fair market value for each source of financing in each country.

2. It is difficult to find the market value of privately issued bonds.

3. In using only 2 decimals for our calculations, this may not give the accuracy that is required.
CONCEPT QUESTIONS  - CHAPTER 16
16.1 (
What is the pie model of capital structure?

It is a model in which the value of the firm is pictured as a pie cut into debt and equity slices.

16.2 (
Why should financial managers choose the capital structure that maximizes the value of the firm.



Because this capital structure also maximizes the value of equity.

16.3 (
Describe financial leverage.



It is the extent to which a company relies on debt in its capital structure.


 (
What is levered equity?



The equity of a firm that has debt in its capital structure.


 (
How can a shareholder of Trans Can undo the company's financial leverage?

By selling shares of Trans Can and buying bonds or investing the proceeds in another company's debt.

16.4 (
Why does the expected return on equity rise with firm leverage?



Because debtholders must be paid first, the cash flows to the shareholders become more variable, increasing the risk for the shareholders.


(
What is the exact relationship between the expected return on equity and firm leverage?



Rs = ro + (ro – rB) (B/S)


 (
How are market-value balance sheets set up?

They are set up the same way as historical accounting balance sheets with assets on the left side and liabilities on the right side.  However, instead of valuing assets in terms of historical values, market values are used.

16.5 (
What makes a levered firm more valuable than an otherwise-identical unlevered firm?



Interest payments are tax deductible and dividend payments are not.  Therefore, there is a tax benefit with interest which can be retained by the shareholders.

 (
What is MM Proposition I under corporate taxes?



VL  = VU  + TCB


(
What MM Proposition II under corporate taxes?



rs =  ro + (B/S)(1-Tc)(ro – rB) 

CONCEPT QUESTIONS – CHAPTER 27

27.2
(
What is the difference between net working capital and cash?
Net working capital includes not only cash, but also other current assets minus current liabilities.

· Will net working capital always increase when cash increases?

No. There are transactions such as collection of accounts receivable that increase cash but leave net working capital unchanged. Any transaction that will increase cash but produce a corresponding decrease in another current asset account or an increase in a current liability will have the same effect.

· List the potential uses of cash.

1. Acquisition of capital

2. Acquisition of marketable securities

3. Acquisition of working capital

4. Payment of dividends

5. Retirement of debt

6. Payment for labor, management and services rendered

· List the potential sources of cash.

1. Sale of services or merchandise

2. Collection of accounts receivable

3. Issuance of debt or stock

4. Sale of marketable securities

5. Sale of fixed assets

6. Short-term bank loans

7. Increased accrued expenses, wages, or taxes.

27.3( What does it mean to say that a firm has an inventory-turnover ratio of 4?
 It means that on average the inventory is kept on hand for (365 days per year/4 

 times per year) = 91.25 days.

      (Describe operating cycle and cash cycle. What are the differences between 

 them?

 The operating cycle is the period of time from the acquisition of raw material     

 until the collection of cash from sales. It includes conversion of raw materials  

 into finished goods, inventories, sales and collection of accounts receivable. The 

 cash cycle is the period of time from the cash payment for raw materials to the   

 collection of cash. The difference between the two is the accounts payable stage,   

 the time between the acquisition of raw materials and the cash payment for 

 them.

27.4( What keeps the real world from being an ideal one where net working capital

           could always be zero?

           A long-term rise in sales level will result in a permanent investment in current 

           assets. In addition, any day-to-day and month-to-month fluctuation in the level   

           of sales will produce a nonzero NWC.

       ( What considerations determine the optimal compromise between flexible 

           and restrictive net-working-capital policies? 

1. Cash reserves: How much cash does management want?

 2.    Matching of asset and liability maturity (maturity hedging)

 3.    Term structure: The difference between short-term and long-term interest 

        rates

27.5 ( How would you conduct a sensitivity analysis for Fun Toys’ net cash balance?
By determining the net cash balance under different scenario assumptions – changing factors that will affects net cash balance and figuring out the result.

· What could you learn from such an analysis?

It will give you an idea of what the range of net cash balances will be under the different scenarios and how sensitive the net cash balance is to each of the factors that affect it.

27.6 (
What are the two basic forms of short-term financing?



Unsecured bank borrowing and secured bank borrowing.

· Describe two types of secured loans.
1. Accounts receivable financing. In this type of borrowing, accounts receivable  

                  are either assigned or factored. In the latter case receivables are actually sold  

                  at a discount.



2.   Trust receipt. This is one of the three types of inventory loans in which the 

           borrower holds the inventory in “trust” for the lender.

CONCEPT QUESTIONS - CHAPTER 29

29.1 (
What considerations enter into the determination of the terms of sale?

1. Probability of non-payment

2. Size of the account

3. Perishability of goods

4. Industry standards and competition

5. Standard speed of collection

6. Price of the goods

· Explain the design of common credit instruments.
The most common credit instrument is the invoice, which is sent with the shipment of goods and which the customer signs as evidence that the goods have been received. Promissory notes may be required for large orders where the firm anticipates collection problems. A commercial draft is written by the selling firm specifying the amount and date of payment. The draft is sent to the customer’s bank with the shipping invoices, where it is signed by the customer, before the invoices are turned over.

A banker’s acceptance is a written agreement by the bank to pay for the goods and collect the money from the customer.

A conditional sales contract is an arrangement where the firm retains legal ownership until the customer has completed payment. 

29.2 (
List the factors that influence the decision to grant credit.

1. The delayed revenues from granting credit

2. The immediate cost of granting credit

3. The probability of non-payment

4. The appropriate required rate of return for delayed cash flows.

29.3  (
What are the advantages of credit insurance?
The advantages of credit insurance is that it gives exporters support to provide services to overseas customers who they might otherwise have been reluctant to sell to.  In addition, the exporter will find obtaining bank financing is easier.
29.4  (
What is credit analysis?

It is the process of trying to determine the probability that a customer will default.  It involves:

a. gathering relevant information, and

b. determining creditworthiness


  (
What are the five Cs of credit?



Character, capacity, capital, collateral, conditions.

· What are credit scoring models and how are they used?

Credit scoring models are elaborate statistical methods of calculating a numerical rating for a customer based on information collected and then granting or  refusing credit based on the result. Computerized scoring models employ a statistical technique called multiple discriminant analysis (MDA).

29.5 (
What tools can a manager use to analyze a collection policy?



Average collection period, the aging schedule, and the payments pattern.

29.6 (
What services do factors provide?

The factor checks the credit of new customers, authorizes credit, handles collection and bookkeeping. In addition factoring provides insurance against bad debts.

