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What is risk?
The possibility that bad or good things may happen
Measured as volatility
Element of uncertainty 
Element of the future (accounts look bad)
There is an upside and downside to risk (what are the trade offs)
Risk mgmt. – increase the probably of good risk events and simultaneously decreasing the bad risk 
What is return?
What you expect to get (or earn) from putting in effort or capital in a project 
Why take Finance? 
Basis for financial decisions 
Basis for marketing decisions 
Basis for strategic decisions 
Basis for operational decisions 
Basis for public policy decisions (fracking debate)
Basis for environmental decisions 
Basis for personal decisions 
Financial Manager Tasks
1. Capital Budgeting – what to invest in (eg. what school to go to) 
2. Capital Structure- How to get the money to invest (effects the risk and return)
3. Working Capital Mgmt- day to day cash flows (companies know you have sales one day but may not receive money for another 6 months) 
4. Capital Analysis- what is something worth (textbook worth different amount from beginning of semester and after is) 
5. Risk Management – How risky should my operation be. (how to make company have the right amount of risk) 
What is the main objective of the financial manager? 
Maximize shareholder (stakeholder) wealth  (MSW)
Advantages  
Objective
Measurable 
Equalitarian 
Disadvantages 
Crude
Doesn’t appeal to the greater good 
Triple Bottom Line – Economic consequences, environmental consequences, societal consequences of a decision 
Problem – how do I make the trade off between the three components 
Eg. St john (poor, smelly place) if Irving expands pulp mill economic and societal consequences positive but negative environmental consequence
Conceptually it makes sense, practically it is hard 
Right thing to do 
Maximize profits long term
Utility and utility of wealth are very different things 
Our generation really into maximizing utility 
Eg. Bhutan & Gross National Happiness (GNH)
Advantage: 
Holistic 
Disadvantage
Hard to measure. 
Trade offs 
Hard to implement 
B corporations- mission statement to do good (legally, profits are only one concern, - others considered) 
Some companies CFO’s legally must maximize profits first 
B corps can spend money or invest wherever they want 
Some people don’t like to invest in them 
Forms of business org
Proprietorship – hang up a sign and say ‘hey im in business’
Partnership – a couple of you hang a sign and share profits. Make a legal entity.
Corporation – create a separate (remote) legal entity.  
B Corps 
LLC (increasingly popular)
Income Trust – one form is a REIT 
Real Estate Investment Trust
Sell shares to investors called unit holes, then buys real estate (apt building, strip malls) 
Takes a portion to build and upkeep the building 
And then flows over 90% of the cash it receives back to its unit holes, and gets taxed at a VERY low rate 
Income trust has no reinvestment (in technology, in research and development) 
First 5 look at: 
Liability consequences
Tax consequences 
Cost & hassle to set up (need financial statement, an accountant, file yearly reports) 
Capital raising- easier if you are a corporation
Ease of transfer of ownership (shareholders its easy, partnership its hard) 
Agency Issues 
When you set up a corporations, the agents of the shareholders act in the best interests of themselves not the shareholders 
Managers usually set up a standard conduct where agents do act in the best interest of shareholders 
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What is Finance?
More value is preferred to less
Less risky assets are more valuable than riskier assets
The sooner cash is received, the more valuable it is
Financial management contributes to the well-being of both individuals and the general population
Areas of Finance:
Financial markets and institutions
Banks, insurance companies, savings and loans and credit unions
Investments
Financial Services
Management of money
Managerial (business) finance
Decisions concerning cash inflows and outflows
Alternative Forms of Business Organizations 
Proprietorship
unincorporated business owned by one individual 
Advantages
easily and inexpensively formed
Subject to few government regulations
Taxed like an individual (earnings are only taxed once)
Disadvantages
Unlimited personal liability for business debts, because any debts are obligations of the sole owner
Limited to the time the individual created it owns the business 
Transferring ownership is difficult 
Difficult to obtain large sums of capital because the firm’s financial strength is based only on the financial strength of the owner
Partnership
Two or more owners
Advantages
Same as a proprietorship except they have more sources available for raising funds like through credit 
Disadvantages
Each partner is liable for the debts of the business, if one cant make their claim in the even of bankruptcy the other owners are responsible for him or her and have to draw on personal assets
Corporation
Legal entity created by a state, legal authority to act like a person when conducting business
Advantages
Owners have limited liability
Interests can be divided into shares of stock which can be transferred easily
Can continue business after its original owners and managers no longer have a relationship with the business
Easy to raise money in the financial markets
Disadvantages 
Setting up is much more complex and time consuming 
Taxed at the corporate level (double taxation)
Limited Liability Partnership (LLP)
A partnership where at least one partner is designated as a general partner with unlimited personal financial liability, and the others are limited partners whose liability is limited to amounts they invest in the firm
Company can choose to be taxed at either the corporate or individual level. 
S Corporation
Domestic corporation that has no more than 100 stockholders that elects to be taxed on the individual level so that business income is only taxed once. 
What Goals Should Business Pursue?
Managements primary goal is stockholder wealth maximization (maximizing the value of the firm as measured by the price of its common stock)
Stock price maximization:
requires efficient, low cost plants that produce high quality goods and services that are sold at the lowest possible prices 
Requires the development of products that consumers wants and need, so the profit motive leads to new technology, to new products, and to new jobs
Necessitates efficient and courteous service, adequate stocks of merchandise, and well located business establishments
Earnings per share, equals net income divided by the number of outstanding shares of common stock
Used to gauge the value of a stock
A firms value is determined by the cash flows it is expected to generate in the future, as well as the risk associated with those expected cash flows
The firms stock price is dependent on:
the cash flows the firm is expected to provide in the future
When those cash flows are expected to occur
The risk associated with those cash flows
Ethics and Governance
Business ethics can be thought of as a company’s attitude and conduct toward its employees, customers, community and stockholders
Corporate governance deals with the set of rules that a firm follows when conducting business. This provides the “road map” that managers follow to pursue the various goals of the firm, including maximizing its stock price.
[bookmark: _WNSectionTitle_2][bookmark: _WNTabType_1]Chapter 1	2014-09-21 2:24 PM

In an Annual Report
Review of components of a company’s financial statements
Income statement
Balance Sheet
Statement of Cash Flows
Notes
Details and assumptions behind the financial statements
Perhaps the most critical part of financial statements
MD&A
management discussion and analysis
Why the company didn’t make targets and goals of last year
See what their targets and goals are for the following year
What was in their control
what wasn’t
Gives them a chance to explain
Financial ratio analysis
A financial statement by itself is relatively meaningless
need a basis of comparison
percent of total assets
Percent of total sales 
With ratios look at:
the trend &
the ratio relative to peers
(EBITDA) 
Earnings before Interest, Taxes, Depreciation, and Amortization 
The cash that is available to the company to invest or give to its stakeholders. 
Sales – variable costs – fixed costs 
(EBIT)
Earnings before Interest and Taxes 

Looking at Cash Flow 
Cash from operations – from selling and buying (want it to come from here)
Cash from investing – investments in building a new plant, marketable securities, divestment from selling
Cash from Financing activities – do not want majority of your cash to come from here

Cash From Operations (p. 23)
Net income 			54
Depreciation	         	+	50	
While depreciation is not a cash flow- we need to add it back bc the accountants took it away in the Income Statement 
Change in A/P         	+	15
Accruals are shorter term A/P 
When you owed 55 last year and now owe 60 – your wallet is fatter 
Change in Accruals 	+  	5
A/R went from 160 to 180- wallet slimmer 
Change in Accruals 	 -	20
Change in Inventory 	 _	70
TOTAL CHANGE 				+34

Cash From Investing (p.23)
*If they bought nothing in 2014 what would plant and equipment be (last year it was 350) – look at depreciation and subtract from 350. 
Change in Plant and Equipment 	-	80  
So 350 in 2013, you subtract depreciation of 50 = 300, Therefore bought 80$ worth of plant and equipment and need to subtract the cash
If there is a change in marketable securities it will also be included 
Change in Marketable securities 		0 

Cash From Financing Activities 
Change in N/P (notes payable) 	+ 	5
Short term bonds or loans that company has 
Change in Bonds 			+ 	45   (255 to 300) 
Change in common stock			0
Change in preferred stock 
Company has none in this case 
Common stock dividends 		-	29 
Preferred stock dividends 
TOTAL CHANGE 						+21

Cash from Ops            +34
Cash from Investing  -80
Cash form Financing +21
Net change in cash = - 25		Beginning Cash	40
					End Cash 		15
								- 25

If he says a company made $100 mill. Until you do ratio analysis (to get companies on a comparable footing) you cant tell anything. 

Liquidity Ratios
Liquidity
current
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Quick
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Asset Management (Efficiency)
Working Capital
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Debt Management
Debt Ratio
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Times Interest Earned
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Profitability 
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DuPont Ratio
Important ratio for analyzing a company’s source of profitability 
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Du Pont Ratio – breaks down the ROE into 3 components
Look at trend
What is trend relative to peers 
We want to maximize return on equity (ROE) 
Market Value Ratios
Price/Earnings (P/E)
Price of a single share of the company
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Enterprise Value/EBITDA
Total value of company (debt and equity)
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A Stock Market is: 
A place to trade 

Bank worked on a 3-6-3 system (1949) 
Depositors -> (3%) -> Bank -> (6%) -> Borrowers -> Out to the Golf Course for 3 pm 
Now we have Money Centre Banks 
Banks till lend out money to Borrowers and Charge interest 
Number of Depositors have shrunk  
The amount of money coming in, isn’t enough to end out 
So goes to the International Money Mart (stores like Walmart and Canadian tire give money here) 
London Interbank Offer Rate (LIBOR)is the rate that banks lend money to one another 
Banks facilitate transactions 
Private market 
Investment banks do not make investments. They facilitate the ability of companies to buy and sell shares and bonds 
Stands between investors (buyer) and companies (issuer)
Don’t do any transactions just facilitate the above transaction 
Deal in the primary market 
Company puts out IPO- bank transfers money to company after buyer buys- ALIBABA?? (first time transaction)
Brokerages 
Secondary market 
Try to get you to buy or sell shares 
You cannot beat the market 
Investment companies 
Mutual funds – charge you an MER (roughly 1.5 -3%) to invest money from you, will not get excess returns, only large returns. (Paying them to do nothing).
Best to passively invest in the index (S&P/TSX 60 – 60 most significant companies in Canada) 
Means you will have a 75% better return than any portfolio manager 
Investment firms set up “Exchange traded Fund”
Here you have an investment company that becomes and ETF, issue shares (to investors), might raise 500$ mill. 
With that money they buy the exact same amount of shares from all 60 companies in the S&P/TSX
ETF’s – Exchange Traded Funds 
When companies pay dividends, they pass it along to the shareholders they originally gave. 
The shareholders only have to pay 1 tenth of a percent compared to the 1.5-3% 
You buy and sell ETFs (publicly traded) 
Different types- one tracks the top 60 index (XIU), tracks the banks, tracks oil 
SPX -> Spiders –S&P 500 – tracks this 
DIA ->Diamonds- Dow Jones 30
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Financial Reports
Annual report is the most important and provides two types of info:
Discussion of operations during the past year and new developments that will affect future operations
Basic financial statements including the balance sheet, income statement, statement of retained earnings. 
Investors use this info to form expectations about future earnings and dividends
Financial Statements
The Balance Sheet
represents a picture taken at a specific point in time that shows a firm’s assets and how those assets are financed (debt or equity). 
Assets represent the firms investments, are classified either as short term (current) or long term. 
Current assets include items that the firm expects to liquidate and convert into cash within one year. Long term include investments that help generate cash flows over long periods of time.
A firm uses debt, equity or both to finance its assets
Short-term debt (current liabilities) represents debt that is due to be paid off within one year (accounts payable, accruals, and notes payable)
Long-term debt includes bonds and similar debt instruments the firm has issued in previous years that are paid off over periods longer than one year
Equity represents stockholders ownership, doesn’t have to be paid off. Total equity is the amount that would be paid to stockholders if the firm’s assets could be sold at the values reported on the balance sheet. 
Common stockholders equity/net worth equals total assets minus total liabilities 
The Income Statement (profit and loss statement)
Presents the results of business operations during a specified period of time (a quarter or a year)
Summarized the revenues generated and the expenses incurred by the firm during the accounting period
Net operating Income (NOI) or Earnings Before Interest and Taxes (EBIT) represents the result of normal operations before considering the effects of the firms financing choices. 
Does Net Income Determine Value?
No because revenues are recognized when they are earned, not when ash is received and expenses are recognized when they are incurred, not when cash is paid. 
The value of an investment is determined by the cash flows it generates. 
Net cash flow = Net income + Depreciation and amortization
 Statement of Cash Flows
Designed to show how the firms operations have affected its cash position by examining the firm’s investment decisions (uses of cash) and financing decisions (sources of cash). 
We look at the changes in the balance sheet accounts from the beginning to the end of the year to identify which items provided cash (sources) and which items used cash (uses) during the year. 
Statement of Retained Earnings
Changes in the common equity accounts between balance sheet dates are reported in the statement of retained earnings. 
Represents a claim against assets 
Firms retain earnings primarily to expand their business which means funds are invested in plant and equipment, in inventories and so forth but not necessarily in a bank account (cash)
The amount of retained earnings as reported on the balance sheet does not represent cash and is not “available” for the payment of dividends or anything else. 
Financial Statement (Ratio) Analysis
Financial statements can predict the firm’s financial position in the future and determine expected earnings and dividends
Predicting the future is the purpose of financial statement analysis. Useful to managers as a starting point for planning actions that will influence the firms future course of events. 
Evaluating a firms ratios
designed to show relationships between financial statement accounts within firms and between firms
Liquidity ratio
A firms liquidity position deals with the question of how well the company is able to meets its current obligations (accounts payable), amounts owed to employees. One firm is considered more liquid that another if it has a greater proportion of its total assets in the form of current assets
Current ratio = current assets/current liabilities
Best indicator of short-term creditors are covered by assets that are expected to be converted to cash fairly quickly
Quick Ratio = (current assets – inventories)/Current liabilities
Inventories typically are the least liquid of a firm’s current assets, so they are the assets on which losses are most likely to occur in the event of an “emergency” liquidation. 
Asset Management Ratios
Measure how effectively the firm is managing its assets.
Firms invest in assets to generate revenues both in the current period and in future periods. 
If firms have too many assets, their interest expense will be too high, hence their profits will be depressed. Because production is affected by the capacity of assets, if assets are too low, profitable sales might be lost due to the firm’s inability to manufacture enough products.
Inventory turnover = COGS / Inventory
provides an indication of how well the firm is managing its inventory
Day Sales Outstanding (DSO) = Accounts Receivable / (Annual sales/360)
used to evaluate the firms ability to collect its credit sales in a timely manner. Average length of time that the firm must wait after making a credit sale before receiving the cash. 
Fixed assets turnover = sales / Net fixed assets
measures how effectively the firm uses its plant and equipment to help generate sales
Total assets turnover = sales / total assets
Measures the turnover of all of the firm’s assets. 
Debt Management Ratios
Firms with high debt ratios have higher expected returns when business is normal or good but exposed to risk of loss when business is poor. Firms with low debt ratios are less risky, but they also forgo the opportunity to leverage up their returns on equity.
Debt Ratio = Total liabilities / Total assets
measures the percentage of the firms assets financed by borrowing (loans). Total liabilities (debt) includes both current liabilities and long-term debt
Times interest earned (TIE) = EBIT / Interest Charge
measures the extent to which a firms operating earnings – before interest and taxes (EBIT) can decline before these earnings are no longer sufficient to cover annual interest costs
Profitability ratios
Show the combined effects of liquidity management, asset management and debt management on operating results.
Net profit margin = net profit/sales
Measures the profit (earnings) per dollar of sales
Return on Total Assets (ROA) = Net income/total assets
Provides an indication of the return that the firm generates on its investment in assets (the average return that is generated on funds provided by all shareholders
Return on equity (ROE) = Net income/Common equity
Measures the return that the firm generates on the funds provided only by common stockholders
Market Value Ratios
Relate the firms stock price to its earnings and book value per share
Indication of what investors think of the company’s future prospects based on its past performance
Price/Earning Ratio = Market price per share/Earnings per share
Shows how much investors are willing to pay for the firm’s stock for each dollar of reported profits. 
Market/Book = Market price per share/Book value per share
gives an indication of how investors regard the company. The stocks with relatively high rates of return on equity generally sell at higher multiples of book value than do those with low returns.
Comparative Ratio Analysis
An analysis based on a comparison of a firms ratios with those of other firms in the same industry at the same point in time.
Trend Analysis
An evaluation of changes (trends) in a firms financial position over a period of time, perhaps years
The DuPont Analysis
Attain greater detail by dissecting a single ratio into two or more related ratios
ROA = Net profit margin X Total assets turnover
ROA = (Net income/sales) X (Sales/Total Assets)
ROA = Net Income / Total Assets

ROE = ROA X Equity muiltiplier 
ROE = (Net Income/Total assets) X (Total Assets/Common equity)
COMBINE THE TWO TO MAKE THE DUPONT ANALYSIS
ROE = [(PROFIT MARGIN)] X (TOTAL ASSETS TURNOVER)] X (EQUITY MULTIPLIER)
[bookmark: _WNSectionTitle_4][bookmark: _WNTabType_3]Chapter 2	2014-09-21 2:24 PM
[image: ]

Financial Markets
Brings people who need money together with those who have a surplus of funds
Deal with stocks, bonds, mortgages and other claims on real assets with respect to the distribution of the future cash flows generated by such assets
A system that includes individuals and institutions, instruments and procedures that bring together borrowers and savers
Important because it facilitates the flow of funds from individuals/businesses that have surplus fund to individuals, businesses and governments that have needs for funds in excess of their incomes
Flow of Funds
A direct transfer of money/securities, occurs when a business sells its stocks or bonds directly to savers (investors) without going through any type of intermediary or financial institution 
Investment banking house, serves as a middleman that facilitates the issuance of securities by firms that need to raise funds
Financial intermediary (bank, mutual fund), intermediary obtains funds from savers and then uses the money to lend out or to purchase another company’s securities
Market Efficiency
Economic Efficiency
achieved if funds are allocated to their optimal use at the best costs
Businesses/Individuals invest their funds in assets that yield the highest returns
Informational Efficiency
The prices of investments are based on available information. 
Prices reflect existing information and adjust very quickly when new information becomes available
Classified into one of the following categories:
Weak-Form Efficiency
all info contained in past price movements is fully reflected in current market prices
Semistrong-Form Efficiency
Reflect all publicly available information whether it is historically/newly released
Strong-form efficiency
Reflects all pertinent information, whether it is publicly available or privately held
Types of Financial Markets 
Money Markets Vs. Capital Markets
Money Markets 
Market for short-term financial instruments
Include debt instruments that have maturities equal to one year or less when originally issued
Includes only debt instruments because stocks (equity) have no specific maturities
Provides liquidity to businesses, government, and individuals so that they can meet their short-term needs for cash
Capital Markets
Market for long-term financial instruments
Include instruments with original maturities greater than one year
Capital markets include both equity instruments and such long-term debt (mortgages, corporate bonds)
Provides the opportunity to transfer cash surpluses or deficits to future years. 
Both provide us with financial instruments with different maturities that permit us to better match our cash inflows with cash outflows
Debt Markets Vs. Equity Markets
Debt Markets
Loans are traded
A debt instrument includes a contract that specifies how and when a borrower must repay a lender
Described according to the characteristics of the debt that is traded. 
Based on maturity of the instrument, the type of debts, and the participant. 
Equity Markets
Stocks are traded 
Represents “ownership” in a corporation that entitles the stockholder to share in future cash distributions generated by the firm
Primary Markets Vs. Secondary Markets
Primary Markets
Where “new” securities are traded
Markets in which corporations raise new capital
Corporation selling a newly created stock receives the proceeds from the sale
Secondary Markets
Where “used” securities are traded
Markets in which existing, previously issued securities are traded among investors
Corporation whose securities are traded here is not involved in the transaction and doesn’t receive any funds from the transaction. Funds are transferred from one investor to another
Derivatives Markets
Options, futures, and swaps are some of the securities traded
Their values are determine, or derived, from other assets
Stock Markets
Trading in the outstanding, previously issued shares of established, publicly owned companies: the secondary market
Additional shares sold by established, publicly owned, companies: the primary market
New public offerings by privately held firms: the initial public offering (IPO) market; the primary market
Physical stock exchanges
tangible physical entities
Prices of stocks listed on the physical stock exchanges are determined by the auction processes whereby investors (through their brokers) bid for stocks
Exchange Membership (Licenses)
Trading licenses are classified into one of three categories:
Floor brokers – act as agents for investors who want to buy or sell securities
Designated market makers – they ensure that the auction trading process is completed in a fair and efficient manner
they raise or lower prices of the stocks that he or she is assigned to oversee in an effort to keep supply and demand in balance
Supplemental Liquidity Providers (SLPs) – deal with high volume trades to ensure that the best price quotes are received
Listing Requirements
For a stock to be traded it must be listed
Indicate the quantitative and qualitative characteristics that a firm must possess to be listed
The Investment Banking Process
They help corporations design securities with the features that are most attractive to investors, given existing market conditions
They generally buy these securities from the corporations
They resell the securities to investors 
Considered one primary market transaction, with the investment banker acting as a middleman (agent) as funds are transferred from investors (savers) to business
Raising Capital: Stage I Decisions
Dollars to be raised
Type of securities
Competitive bid vs. negotiated deal
Selection of an investment banker
Raising Capita: Stage II Decisions
Reevaluating the initial decisions
Best-efforts or underwritten issue
Issuance (flotation) costs
Setting the offering price
Raising Capital: selling procedures
After decisions, they will prepare and file a registration statement and prospectus with the SEC
Registration statement provides finance, legal, and technical information about the company
Prospectus summarizes the information in the registration statement and is provided to prospective investors for use in selling the securities 
The final price of the stock is set at the close of business on the day the issue clears the SEC, and securities are then offered to the public on the following day
Financial Intermediaries and Their Roles in Financial Markets
Financial Intermediaries 
facilitate the transfer of funds from those who have funds (savers) to those who need funs (borrowers) by manufacturing a variety of financial products
When intermediaries accept funds (generally called deposits) from savers, they issue securities with such names as savings accounts, money market funds, and pensions plans, that represent claims or liabilities against the institutions.
The funds received by intermediaries are lent to businesses and individuals via debt instruments created by these institutions which include automobile loans, mortgages, commercial loans, and similar types of debt
Other benefits:
Reduced costs 
Diversification 
Funds divisibility/pooling
Financial flexibility
Related services
Types of Financial Intermediaries
Commercial banks
Traditional “department stores of finance” 
Represent the primary source of business loans
Credit Unions
Depository institutions that is owned by its depositors, who often are members of a common organization or association
Thrift Institutions 
Cater to savers, especially individuals who have relatively small savings or need long-term loans to purchase houses
Mutual funds
investment companies that use funds provides by savers to buy various types of financial assets, including stocks and bonds
Whole-Life Insurance Companies
Provide a beneficiary with protection against financial distress or insecurity that might result from the premature death 
Pension Funds
Retirement plans funded by corporations or government agencies for their workers
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Three types of cash flows
Lump Sum Payments
win the lottery, get it all at once
Formula 4.1 + 4.5
Present value (at time zero) is equal to the future value (at time t) is divided by 1 + r all to the power of n
*someone is offering $700 in five years or $400 today, r=6%
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Series of Uneven Payments
Expecting payments but they’re all uneven and coming at uneven times
If there are two cash flows in one year then they will both be raised to the power of two but the interest rate would be divided by two
[image: ]
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Series of Even Payments
Expecting a specific payment at a specific time 
Could also grow at a regular rate
[image: ]
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Compounding More Frequently
More than once a year
[image: ]
What is the FV of $100 invested at 6% s.a.?
[image: ]
What is the FV of $100 invested at 6% q.a.?
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Effective Annual Rate
allow us to compare rates that have different compounding frequencies
[image: ]
What is the EAR of 8% compounded quarterly?
[image: ]
We can use the same principle of EAR for calculating equivalent rates with different compounding frequencies
[image: ]
What is the equivalent semi-annual (s.a.) rate of 8% compounded quarterly?
[image: ]
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Time Value of Money
The concept used to revalue payments from different time periods
Dollars from different time periods must be translated into the same time value (all dollars must be valued at the same point in time) before they can be compares
We translate dollars to the same time period by computing either the future value of current dollars or the present value of future dollars
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Why is a dollar today worth more than a dollar tomorrow?
Risk
Inflation
Opportunity cost
Time preferences for Consumption
 If Chelsea wants to borrow $5,000 today I’m going to ask for $6,000 in a year 
Risk
she could skip town
could NOT pay you back at all – like not being able to earn money
Credit risk
having the inability to pay someone back
Inflation
the # of beers you can buy with $5,0000 today is not the same as the amount you can buy at graduation
Inflating at roughly 3% per year
Opportunity cost
if Chelsea borrows $5,000 today that’s going to significantly change my spending habits because I loaned her the money
I need to be compensated for all those costs that I missed out on because I lent the money
Time Preferences for Consumption
Demographic differences – different time preferences
students want to spend now
Grandparents are more into saving
The preference that consumers have to spend immediately rather than to save for future needs
Driven by consumer spending
Risk
possibility that bad or good things can happen (text book: the expected return is not achieved – only has a negative connotation)
Has elements of:
future
Uncertainly
Upside and a downside
Yield/Return = $ Ending/$ Beginning 
what is the return that we get from investing in something
Start with an initial amount of money and we invest it
we will gain some sort of money in the end
That is the return
(Income + Capital gains)/$ Beginning
We will receive coupons from the bond
[image: ]
What Causes Rates to Change
Demand for financing
Perceptions of risk going forward
Perceptions of opportunity costs
Perceptions of inflation
Borrow money today and pay back with cheaper dollars
Bond
Pay 1 million for bond
may have maturity of 5 years
In 5 years time to give back bond, you get 1 million back
When bond is issued it will have a coupon rate
Every year person who gave bon gives 10% of 1 million for 5 years
When a company cannot pay people or their bonds they go bankrupt, those that own a bond can sell the assets of the company
Bonds trade at a Face Value at $1,000 (FV = $1,000)
when the bond matures (when the time period for the loan is up) you’re going to get back the face value
Can trade at:
Premium > $1,000
Risk Premium
Discount < $1,000
Face Value
when the bond is first sold 
Interests Rate
Credit Risk
Demand for financing – as demand goes up, interest rate goes up
Perceptions of future – Perceptions of whats going to happen to your money (or the world economy) drives the demand for financing and interest rates
Perceptions of opportunity costs
Perceptions of Inflation – if you think inflation is going to be high, you would immediately borrow as much money as you and buy things, then sell it back at higher inflation rate
Perceptions of inflation drives interest rates 
Long term bonds change more in price for a given change in rates
More risk in long term bonds
Fig. 5.2 
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Short term = 3 months
Long term bonds = 10 years 
If I get a 10 year loan theres going to be more of an opportunity for me to not pay you back vs a short term rate
Short term rates are more volatile
go up and down much more often
Long term rates are much more steady 
Interest rate = Risk free rate (+Inflation) + Risk Premiums 
Risk free rate – the rate that government borrows money
+ Inflation premium
if inflation is expected to be high then inflation premium will also be high
+ Credit Risk Premium 
Default risk premium
+ Maturity Risk Premium 
+ Liquidity Premium
to buy Jeffrey’s bond, I would have to expect a higher return because I’m taking the chance that I wont be able to find someone to sell it to if I decide to sell
+ Legal Premium
+ Complexity Premium
Need for expert advice
+ Sovereign Risk Premium
If Quebec leaves Canada, Quebec will not be able to support bonds, will not be able to tax its people enough to pay off bonds
Hence why they charge more for Quebec to borrow money because the Sovereign risk is high
+ Currency Risk
In the 1970’s everyone was highly confident that Canada was going to pay its bills but our currency was falling. So if I bought a million dollar Canadian bond (I’m from the US) at the end of the period Canada gives you a million Canadian dollars but its only $700,000 USD.
If currency is getting weaker then you have to charge a higher interest rate. 
Gov’t Can control the Risk free rate and the inflation rate
the rest, except for maybe sovereign risk, the government has no control
Yield Curve
If I plot the yield that you’re going to get after the return vs the time to maturity – you get an upwards slopping curve
3 month bonds will have low expected return
1 year bonds will have a higher expected return 
5 year bonds will have a higher expected return
Part of it is because the maturity effects and opportunity costs
Yield curve
is nothing but plotting buying a bond and various times of that bond
Yield Curve Shape
Liquidity Preference
Liquidity preference of lenders is mismatched between borrowers
want to lend short term
want to borrow long term
this is where market segmentation comes into play
Expectations – expect interest rates to go higher
Expectations Theory
Expected rates (inflation)
Market Segmentation
Supply and demand between short term and long term
Bank of Canada is arms length from the Gov (totally separate) 
Controls money supply in Canada
Control monetary policy 
#1 concern is inflation – don’t want runaway inflation
Have 5 tools 
Open Market Operations – Bank of Canada is buying and selling gov bonds to drive the economies money 
Quantitative Easing  - Us gov is printing bonds, getting banks to buy it then buying it back. 
Buying bonds from banks 
Gov buys assets from bank – increases the amount of money in banks, which will make them more willing to lend it out 
Problem : banks aren’t lending it out, and avg American is not optimistic enough to go out and buy something that would require a loan 
Discount rate (Bank Discount Window Rate) 
Rate they will lend money to banks (ie to BMO)
If Bank of Canada raises that rate, and BMO wants to get money from TD, charge the discount rate + a little more 
Very blunt tool – only break out in a severe crisis
Talking up or Down 
Say ‘I’m going to raise interest rates’ but doesn’t do it for over a year, you begin to think it wont happen 
Currency Operations 
Bank of Canada can buy or sell Canadian dollars 
Makes dollar stronger but changes interest rates 
Is deflation good?
You put off purchasing when you expect money to go down
Less people are needed to make products 
Demand falls, price falls, hold off purchases, more people get laid off 
Shit ton of stuff determines interest rates 
If interest rates decrease -> business activities increase 
If Interest rates decrease -> Assets, bonds, and stock prices increases


Chapter 6
Bond: 
A Legal Obligation 
Loan 
Face value of $1000 
Coupon – assume paid twice per year (semi-annual) 
Fixed term/Fixed maturity 
Almost always grater than 1 year 
Usually 3-10 yrs 

Short term Debt 
Treasury Bills (T-Bills) 
Issued by government 
Less than one year
Most heavily traded debt 
Rate on treasury bills forms the risk free rate 
Commercial paper (CP)
Short term IOU of a corporation 
Corp bond automatically has credit risk 
Only well known companies can issue CPS (based on ratings)
Sold internationally, at discount, no coupon 
Banker’s Acceptances (BAs)
In Canada, Banks are renowned not corps therefore 
Corps get banks to stamp this paper meaning that the Bank will buy back the paper 
At maturity they will buy back the paper 
Not a loan to a bank, just guarantee to investors 
Bond Features:
Covenants 
Positive – must do (if I loan $1 mill he must have 100, 000 at all times in bank account)
Negative – must not do (dividends must not be more than 25% of income) 
If any of these covenants are broken, then it’s a fault in the loan and the lender can go after assets. 
They make sure borrower doesn’t abuse 
Junior 
Senior 
Both Subordinated 
Determines who gets paid first when a company goes bankrupt 
Senior bond holders get paid first followed by juniors, then anything left to equity holders. 
Ie 600 m loan – all 500 m to senior partners are paid, but only 100m left to pay the 300m to junior, so juniors get paid 33 cents on the dollar, and zero is left to give to the 600 m equity holders 
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The Cost of Money
Realized Returns
The dollar return an investor earns is divided into two categories:
Income paid by the issuer of the financial asset (perhaps a stock or bond)
The change in value of the asset in the financial market (capital gains) over some time period
Yield=(Dollar income +(ending value – beginning value))/Beginning value 
Beginning value represents the market value of the investment at the beginning of the period and ending value represents its market value at the end of the period
Financial asset is debt, the income from the investment consists of the interest paid by the borrower. If the financial asset is equity, the income from the investment is the dividend paid by a corporation
Factors That Affect the Cost of Money
Four Factors affect the cost of money
Production opportunities
the return available within an economy from investment in a productive (cash generating) asset
Time preferences for consumption
The preference of a consumer for current consumption as opposed to saving for future consumption
Risk
The chance that a financial asset will not earn the return promised
Inflation
The tendency of prices to increase over time
Interest Rate Levels
Funds are allocated among borrowers by interest rates
Firms with the most profitable investment opportunities are willing and able to pay the most for capital
Federal government supports agencies that help designate individuals or groups obtain credit on favorable terms
Borrowers whose credit is strong can obtain a low interest rate and investors who want to put their money to work without much risk can obtain a low return rate.
Riskier borrowers will borrow higher-cost funds. Investors who are willing to take on more risk will invest and hope to earn a higher return but they also realize that they might actually receive much less (or much more)
If the demand for funds declines, like it does during recessions, the demand curve will shift to the left
Market clearing or equilibrium interest rate will fall
Financial Markets are interdependent
Summary: 
When the economy is expanding, firms need capital and this demand for capital pushes rates higher. 
Inflationary pressures are strongest during business booms, which exert upward pressure on rate. 
A slowdown in business reduces the demand for credit, the rate of inflation falls and thus the interest rates decline
Determinants of Market Interest Rates
Interest rate (r), on any security traded in the financial markets is composed of a risk-free rate (Rrf) of interest plus a premium (RP) that reflects the riskiness of the security 
Rate of return = r = (risk free rate) + (Risk Premium)
The interest on debt:
r = Rrf + RP
r = Rrf + [DRP + LP + MRP]
DRP – Default risk premium
LP – Liquidity (marketability) premium
MRP – Maturity risk premium
The Nominal or Quoted, Risk Free Rate of Interest, rRF
interest rate on a security that has absolutely no risk at all
Comprised of two components:
the “real” risk free rate (r*) 
interest rate that would exist on a risk-free security if inflation is expected to be zero
Inflation Premium (IP) 
equal to the average inflation rate expected over the life of the security. 
rRF = r* + IP
Default Risk Premium
The risk that a borrower will default on a loan (not pay the interest or the principle) also affects the market interest rate on a security
the greater the default risk, the higher the interest rate that lenders charge (demand)
Treasury securities (T-Bonds) have no default risk
Corporate bonds  (AAA – the best, BBB, CCC) the better the bonds overall credit rating, the lower its default risk and consequently the lower its interest rate
The difference between the quoted interest rate on a T-Bond and that on a corporate bond with similar maturity, liquidity and other features is the default risk premium (DRP)
DRP = rcorporate bond – rT-bond
Liquidity Premium
the ability to convert an asset into cash on short notice and reasonably capture the amount initially invested.
Investors evaluate liquidity and include a liquidity premium when the market rate of a security is established. 
Maturity Risk Premium
Prices of long term bonds decline whenever interest rates rise (and vice versa). Because interest rates occasionally rise, all long-term bonds have an element of risk called interest rate risk 
The bonds of any organization have more interest rate risk the longer the maturity of the bonds
The required interest rate must include a maturity risk premium (MRP) which is higher the longer the time to maturity
Varies over time, rising when interest rates are more volatile and uncertain, then falling when interest rates are more stable
The Term Structure of Interest Rates
Relationship between long and short-term rates
Important to corporate treasurers who must decide whether to borrow by issuing long or short-term debt and to investors who must decide whether to buy long or short-term bonds. 
The relationship is depended on the supply-and-demand relationship that exists for these bonds at a particular point in time
The set of data for a given date is plotted on a graph called the yield curve which provides a snapshot of the relationship between short- and long-term rates
Will change in position and slope over time
Normal yield curve – upward sloping
Inverted or Abnormal yield curve – Downward sloping
Interest rates consist of a risk free return, rRF, which includes the real risk free return (r*) and an adjustment for expected inflation (IP) as well as a risk premium that rewards investors for various risks including default risk (DRP), liquidity risk (LP), and maturity risk (MRP). 
When interest rates shift substantially it generally is because investors have changed ether their expectations concerning future inflation or their attitudes concerning risk
Inflation expectations is the most important factor in determination of current interest rates
Treasury securities vary in maturity from a few days to 30 years. Investors generally prefer to hold short-term securities because such securities are less sensitive to changes in interest rates and provide greater investment flexibility. Investors will accept lower yields on short-term securities which leads to relatively low short-term rates
Borrowers prefer long-term debt because short term debt exposes them to the risk of having to refinance the debt under adverse conditions 
willing to lock into long-term funds, willing to pay higher raters for long-term funds rather for short-term funds which leads to relatively low short-term rates. 
Both of these preferences imply that under normal conditions, a positive maturity risk premium (MRP) exists, and the MRP increases with years to maturity, causing the yield curve to be upward sloping
liquidity preference theory
Long term bonds normally yield more than short-term bonds, primarily because MRP > 0 and MRP increases with time to maturity. 
Does not explain the shape of the yield curve
Expectations Theory - the shape of the yield curve depends on expectations concerning future inflation rates
Yield Curve should be upward sloping when investors expect inflation, and thus interest rates, to increase and vice versa. 
A downward slopping yield curve suggests that the economy will weaken in the future: consumers delay purchases because they expect prices to decline in the future, borrowers wait to borrow funds because they believe rates will be lower in the future, and investors provide more long-term funds to the financial markets in an effort to capture (lock in) higher current long-term rates. All of these actions lead to long-term rates that are lower than short-term rates in the current period
Humps/dips for bonds in a particular range is because the supply/demand condition in one range of maturities is significantly different from those in other maturity ranges 
This is because interest rates are either substantially higher or substantially lower than rates in the maturity ranges on either side.
Hump if rates are higher and dip if rates are lower
Market Segmentation Theory
The slope of the yield curve depends on supply/demand conditions in the long and short-term markets.
Could at any time be flat, upward slopping or downward slopping, and could have humps/dips. 
Interest rate would be high in a particular segment compared to when there was a low supply of funds in that segment relative to demand and vice versa.
Does the yield curve indicate future interest rates?
Expectations theory states that the shape of the yield curve depends on expectations concerning future inflation rates 
Primary reason interest rates change is because investors change their expectations concerning future inflation rates
More analysis than examining a yield curve is needed to forecast interest rates
The treasury securities should be perfect substitutes for each other so that the investor earns the same return if the money is invested in on five year T-Bond or in five one year T-Bonds that mature one after the other. 
They’re interchangeable because the yield on the five year t-bond should be the average of the yields on the five one-year t-bonds
Federal Reserve Policy
The Feds control the money supply
If they want to slow (control) growth in the economy, it slows growth in the money supply. This initially causes interest rates to increase and inflation to stabilize. The opposite effect occurs when the Fed loosens the money supply. 
Open Market Operations
involve buying/selling US Treasury securities to change bank reserves
When they want to increase money supply they purchase gov’t securities from primary dealers. They pay for the securities by sending funds to the banks where the primary dealers have accounts. 
This increases the deposit balances of the dealers, which increases the overall reserves of the banking systems
Banks have additional funds to lend so the money supply increases which causes interest rates to decline
To increase rates, the Fed would decrease the money supply by selling government securities. They carry out “normal” open market operations on a continuous basis to maintain economic activity within defined limits and it shifts open market strategies toward heavier than normal buying/selling when more substantial adjustments are required 
Federal Deficits
The federal gov’t spends more than it takes in from tax revenue 
Must be covered either by borrowing or printing money. 
If gov’t borrows, the added demand pushes up interest rates
If it prints money, future inflation will increase which also drives up interest rates. 
The larger the federal deficit, the higher the level of interest rates. 
International Business (Foreign Trade Balance)
If Americans import more than they export, they would be running a foreign trade deficit 
Must be financed, usually through debt
The larger the trade deficit, the more the U.S. must borrow. As the country increases its borrowing, interest rates are driven up.
If the Fed attempts to lower interest rates this will cause US rates to fall below rates abroad, foreigners will sell US bonds. This will depress bond prices and cause US interest rates to increase. 
The existence of a deficit trade balance hinders the Fed’s ability to combat a recession by lowering interest rates 
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Debt Characteristics
Debt is a loan to a firm, a government, or an individual (legal obligation)
Principle, Face, Maturity and Par Value
Principle Value of debt represents the amount owed to the lender, which must be repaid at some point during the life of the debt, usually at the maturity date
Maturity value is the principle value which is generally written on the face or outside cover of the debt contract also known as the Face Value
Par Value is when the market value of debt is the same as its face value. 
Interest Payments
owners of debt instruments receive periodic payments of interest which are computed as a percentage of the principle amount. 
Discounted securities
securities that sell for less than their par values when issued
Maturity Date
The date on which the principle amount of debt is due. 
As long as interest has been paid when due, once the total principle amount is repaid, the debt obligation has been satisfied. 
Installment loans
debt instrument that requires the principle amounts to be repaid in several payments during the lives of the loans. Maturity date is the last installment payment date.
Priority Assets and Earnings
Corporate debt holders have priority over stockholders with regard to distribution of earnings and liquidation
Control of the Firm (Voting Rights)
Corporate debt holders do not have voting rights, they cannot attain control of the firm
Short-term debt
debt instruments with original maturities of one year or less
Treasury Bills (T-Bills)
discounted securities issued by the US gov’t to finance its operations and programs 
Prices determined by an auction process
Repurchase Agreements (Repos)
an arrangement for a firm that needs funds sells some of its financial assets to another firm with a promise to repurchase at a higher price at a later date
Federal Funds
Loans from one bank to another. Used to adjust their reserves
Bankers Acceptances
Postdated cheque
An instrument issued by a bank that obligates it to pay specified amount to the holder of the draft at some future date. 
Commercial Paper
Promissory note issued by large, financially sound firms.
Doesn’t pay interest so it is issued at a discount
Maturity varies from one to nine months
Sold primarily to other businesses
Certificates of Deposit
time deposit at a bank
Eurodollar Deposits
deposit in a bank outside the United States that is not converted into the currency of the foreign country; denominated in US dollars. Not exposed to exchange rate risk. 
Earn rates offered by foreign banks and are not subject to the same regulations imposed on deposits in US banks
Money Market Mutual Funds
Investment dollars that are pooled to purchase large amounts of short-term financial assets. 
Professionally managed by firms called investment companies
Long-Term Debt
Term Loans
contract under which a borrower agrees to make a series of interest and principle payments to the lender on specific dates. 
Advantages
Fast 
Flexible 
Have a low issuance cost
Bonds
A borrower (issuer) agrees to make payments of interest and principle on specific dates to the bondholder (investor)
Interest payments are determined by the coupon rate
Total interest paid each year as a percentage of the bonds face value
Government Bonds
Municipal Bonds
Issued by state and local governments
Corporate bond
the corporation pledges certain tangible assets as security, or collateral, for the bond
Income Bonds
Putable Bonds
Indexed, or purchasing power, bonds
Floating-Rate Bonds
Debenture
Unsecured bond
Provides no lien, or claim, against specific property as security for the obligation
Holders are general creditors whose claims are protected by property not otherwise pledged as collateral
Zero Coupon Bond
Original issue discount bonds (OIDs)
Junk Bond 
A high-risk, high-yield bond often issued to finance a management buyout (MBO). 
Bond Contract Features
Bond Indenture
document that spells out the legalities of the bond issue
Call Provision
Gives the issuing firm the right to “call in” the bonds for redemption prior to maturity 
Sinking Fund
facilitates the orderly retirement of a bond issue
Convertible Feature
Permits the bondholder to exchange the bond into shares of the company’s common stock at a fixed price. 
Foreign Debt Instruments
Foreign Debt
sold by a foreign borrower, denominated in the currency of the country in which the issue is sold
Eurodebt
Any debt sold in a country other than the one in whose currency it is denominated
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Bonds 
Loaning money to a company
Stocks
Buying a piece of the company 
Ownership 
Voting rights
Dual Class shares – the shares have different voting rights
There is a coattail provision – anything that happens in changes, common share holders get as well
A Class
B Class
Dividends
Not guaranteed
Restricted shares/restricted stocks
Used by a lot of tech companies
You can only sell them at certain times 
Preferred Stock
hybrid security
similar to both bonds (debt) and common stock
Like debt
pays a constant income (dividend) to investors per year
If the firm is highly successful, the common stockholders don’t share that success with preferred stockholders because their dividend payment is fixed 
Like common stock
safer to use than debt because a firm cannot be forced into bankruptcy if it misses preferred dividend payments
Like bondholders
have a higher priority claim to distributors made by the firm than common stockholders
ex. issued when it needs to raise funds and already has a considerable amount of debt. The creditors might be reluctant to lend more funds and the common stockholders might not want their ownership shares diluted
Par Value
P/S has a par value AKA liquidation value or liquidation preference
It establishes the amount owed to the preferred stockholders in the event the firm is liquidated
The preferred dividend generally is stated as a percentage of the par value
Cumulative Dividends
A protective feature that requires that any preferred dividends not paid in previous periods must be paid before common stock dividends can be distributed 
Maturity
no specific maturity date
Firms incorporate a maturity proviso by including a call provision with the preferred stock issue
Priority to Assets and Earnings
Have priority over common stockholders but not debt holders
Dividends must be paid on preferred stock before common stock. In the event of bankruptcy, the claims of the preferred shareholders must be satisfied before the common stockholders
Control of the Firm (voting rights)
P/S is nonvoting stock
neither elect members of the board nor vote on corporate issues
Often given right to vote for directors if company doesn’t pay preferred dividend for a specific period
Convertibility 
Is convertible into common stock
Other Provisions
Call Provision
gives issuing corporation right to call in preferred stock for redemption
Sinking Fund
call for the repurchase and retirement of a given percentage of the preferred stock each year
Participating 
Participates with the common stock in sharing the firms earnings
the stated preferred dividend is paid
The common stock is then entitled to a dividend amount up to the preferred dividend
If the common dividend is raised, the preferred dividend must likewise be raised
Common Stock
Common stockholders are the owners of the firm, because they have certain rights and privileges associated with property ownership
Entitled to any earnings that remain after interest payments are made to bondholders and dividends are paid to preferred stockholders
Common stockholders don’t have to share earnings that exceed the amounts that the firm is required to pay to these shareholders 
Benefit when the firm performs well
Payments of mandatory fixed financial obligations might reduce the common stockholders equity
Bear most of the risk associated with a firm’s operations
Par Value
Doesn’t have a par value
If the firm goes bankrupt and additional funds are needed to repay creditors, common shareholders must pay the additional money
Par value does not determine market value
Dividends
Firm has no obligations to pay common stock dividends
Return investors receive is based on the change in the stocks market value (capital gain) and the dividend paid by the company 
Income stock – based primarily on dividends 
Growth stock – retain most of their earnings each year to help fund growth opportunities, returns generated by capital gains which associated with the companies growth rates 
Maturity
No specified maturity 
Companies repurchase shares of their common stocks in the financial markets
Priority to Assets and Earnings
can be paid dividends only after interest on debt and preferred dividends are paid
Last in line to receive any cash distributions from the corporation
Control of the Firm (Voting Rights)
Right to elect the firm’s directors who appoint the officers who manage the business
Vote on shareholders proposals, mergers and changes in the firms charter
In small firms, major stockholders are usually presidents and chairpersons of the board of directors
In large, publicly owned firms, corporations must hold elections of directors at their annual meetings. Stockholders can appear and vote in person but they usually transfer their right to a second party known as a proxy. The mgmt. of large firms solicits and thus usually gets stockholders proxies
Managers who don’t have majority control are concerned about proxy fights and takeovers from other companies
Many attempts to get stockholders approval for changes in their corporate charters to avoid this
Preemptive Right
Requires a firm to offer existing stockholders shares of a new stock issue in proportion to their current ownership holdings before such shares can be offered to other investors 
Protects the power of control of current stockholders
Protects stockholder against the dilution of value that would occur if new shares were sold at relatively low prices
Types of Common Stock
Classified stock
used to meet special needs of a company by giving special designation (Class A, Class B etc..)
Founders Shares
Stock, owned by the firms founders, that has sole voting rights but generally pays out only restricted dividends for a specified number of years
	Bond 
	Preferred Share 
	Common Share 

	Coupon 
Missed coupon – bankrupt
Fixed Coupon 
Get Paid first when company goes bankrupt 
	Preferred Dividend 
Fixed dividend 
% of the par value of the stock 
Gets paid second 
	Dividend discretion 
Variable dividend  
Gets paid third if anything left



Income Trust
“Units” (shares) and “unitholders” (shareholders)
Trade the same way as stocks
Investors invest money into the company and receive units
The company then invests in assets which produce a cashflow stream
Virtually all that cash is passed through to the investors
If that happens the company doesn’t get taxed
The unit holders get taxed as if they were receiving a dividend 
REIT – Real Estate Income Trust
A company issues units to unit holders
Invests money into apartment buildings
Rent money goes to company which flows to investors 
The REIT is allowed to spend money to retain/maintenance the asset
If the company wants to grow – it will issue another income trust to buy more apartment buildings
Other Types of Stock
ADR’s (American Depository Receipts)
certificates that represent ownership in stocks of foreign companies held in trust by a bank that created the ADR’s and is located in the country where the stock is traded
Provides US investors with the ability to invest in foreign companies with less complexity and difficulty than might otherwise be possible
Investors buy shares
Financial institution will own the shares of the Mexican foreign company you wanted to invest in
Traded on the NY stock exchange and in US dollars
Foreign Equity
Euro Stock 
Stock traded in countries other than the home country of the company
Yankee stock
issued by foreign companies and traded in the United States stock exchange 
Maple stock 
Issued by foreign companies and traded in the Canadian stock exchange
Valuing Stock
Dividend Discount Model
Stock as a stream of cash flows
[image: ]
You are looking at your investment in the company and seeing what you are getting out of it
You invest in shares for cash
Value of shares is = to PV of cash flows
Comparables
Kind of like buying a house – how do you put value
Ex house value:
Eg housing value 				Price / sq ft 
5000 sq ft 	$475000 	=	95
4200		$390000	= 	93
4900		$460000	= 	94
Avg of 94 
Look at similar growth and risk to find a comparable for a company
From the same industry, want companies with similar size, strategy, accounting and market position
Economic Value Added 
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