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Overview:

This course is the first of three two-hour modules in finance.   In this course we cover the basics of corporate finance theory.   In fact, several of the theories we cover are quite famous and won the coveted nobel prize in economics in the 1990’s.  In each topical area, I will make every effort to apply the theory to either a personal situation you might encounter or a situation that might exist within your corporate setting.  The priniciples developed in this course are intended to provide a framework for thinking about how firms should be managed to create value as well as a core foundation for material covered in the subsequent two finance courses. 

Text:

Principles of Corporate Finance, Ninth edition, by Richard Brealey, Stewart Myers and Franklin Allen, McGraw Hill.
MBA Program Learning Goals :

1. To understand and apply theoretical knowledge in integrated fundamental areas of accounting, economics, finance, information systems, marketing, operations management, organization behavior, quantitative business analysis, and strategic management. (Designated as the primary program learning goal of FIN5162) 
2. To think critically, to solve problems effectively, and make decisions strategically across functional areas. 
3. To work collaboratively with others in cross-functional teams, and to motivate, lead, and mentor others.
4. To articulate ideas and information effectively and persuasively in every business context. 
5. To apply core ethical values of integrity, accountability, and service in all circumstances.
FIN5260 Learning Objectives:

To contribute to the achievement of the MBA Program Learning Goals cited above, the following learning objectives are established for FIN5260:

1.   Develop the rationale supporting wealth- maximization as a best practices management principle and demonstrate its efficiency in serving the well-being of all shareholders.  Understand the Separation theorem and its application to managerial decision making.

2. Determine why Net Present Value (NPV) analysis is the best methodology for rank ordering the best projects among many with future cash flows that occur in different time periods.  Be able to demonstrate the potential problems that can occur when other methodologies such IRR, Payback, and ARR are substituted for NPV analysis. 

3. Determine the best approach for shareholders to manage risk and return and the implications and misunderstandings of this approach for how firm’s should manage their assets. .     
4. To recognize the essential elements of market efficiency and to understand the implications of market efficiency for developing sound management practices within publicly traded firms. 


5. To derive an appropriate discount rate for use in a firm’s capital budgeting decisions (NPV analysis). 


6. To understand the impact of financing projects/fixed assets with debt versus equity (i.e. capital structure policy) on the cost of capital, on the stock value, and for making sound management decisions. 


7. To understand the tax implications of dividend policy and debt vs. equity financing  for both the firm and its shareholders. 

Grading:

There are two take-home exams in this module.  The first will count 35% and the second will count 45%.   The remaining 20% is based on your participation in class.  Althouh the exams are take-home, they are not group exams.   However, you may discuss the issues raised in the exams with your study group.  I believe these discussions are some of the most valuable learning experiences available in the EMBA program.  After you have discussed the issues, I expect you to write your exam alone.   Summarizing:
Take-home Exam 1 

35%


Take-home Exam 2

45%



Participation
& Projects
20%
Recommended Viewing:

At your convenience, but as early in the course as possible, review the movies Wall Street and Other People’s Money.  We will discuss/refer to these movies and their depictions throughout the duration of this course.  Who is the marginal investor?
FIN5260 Class Content/Agenda

On my Home page you will find the readings referred to in the Agenda below:

Go to http://business.baylor.edu/Don_Cunningham and click on Class information.
Day
Date
Hr. 
Topic





 
Chapter, Quiz(Q), 














Practice Questions (PQ)














Challenge Questions (CQ) 

In preparation for the first class read the Handout entitled Notes on Intertemporal Choice on my Home Page at   http://business.baylor.edu/Don_Cunningham  under Finance 5161

    

6
Lecture on Chapter 2- Separating preference issues

Ch 2
Finance Terms
 Thur 2/07
7
  from wealth issues in financial decision making 
  
(Attached)
  Class #1

8
Controlling for time:  Present Values



Ch. 3



9          An Application:  Refinancing



J Drive article:  “When is Re-    












inancing in your Best Interest”



       (How much must interest rates fall in order to justify refinancing and 
         is it better to refinance with a 15 yr or 30 yr mortgage)



Readings on the J Drive or Homepage:

1.1   Welch Interview.pdf
 1.2   Fountain of Youth.pdf
1.3   Profits vs Max Wealth.pdf
1.4  America's  Wealth Creators.pdf







2-1  Notes on intertemporal choice.pdf
Spreadsheets on J Drive or Homepage:

2.2 PVFACTORS.xls

Refinance.xls
Thurs
2/14
6
Work problems in Chapter 2



Ch 2:  Q. 7, 8, 9


 Class #2

7


“





Handout problems 1 and 2 


8
Work on Refinancing application/worksheet 


(attached)


9
Payback, ARR, and IRR vs. Present Values

Ch. 5


   For perspective and discussion purposes over the next two weeks , ask your Director of Capital Budgeting or someone in the VP of Finance office, what is your company’s cost of capital, how it is determined, and how it is used in project analysis.

Thurs 2/21
6
Dealing with Risk:  How to measure it, How 

Chs. 7 & 8

Class #3

7
  to minimize it (i.e. Portfolio theory)





8
What is the appropriate Return for Risk reward







9



Spreadsheet on Homepage or J Drive:




  Portfoio.xls



Readings on the J Drive or Homepage:





5.1   Ways to measure performance.pdf


7.3 The Man your fund manager hates.doc
Thurs
 2/28
6
Capital Asset Pricing Model



Chs. 7 & 8
Class #4

7

“

 



8
Begin discussion of Market Efficiency


 Ch 13


9



 


 










Do an Internet search of “Efficient Markets” and read 
a few of the articles



Readings on the J Drive or Homepage:


Economists Debate Market Efficiency, WSJ 2004 (J Drive)



Efficient to Behavorial Fiance, Yale working paper (2002)



The Man Your Fund Manager Hates, Fortune 1999 (J Drive)



How the Really Smart Money Invests 


  http://www.yeske.com/clippings/fortune-dfa/dfa.htm


The SEC’s Fight with Itself, WSJ  (J Drive)

An Interview with Eugene Fama

   http://library.dfaus.com/reprints/interview_fama_tanous/


Day Trading Sucker’s Game (J Drive)



Efficient to Behavorial Finance (J Drive)

Mon 4/7

6
Review Problems from Chs. 7 & 8


Chapter 7: Q 4,5,7,8, PQ 5; CQ 1
 Class #5

7

            “






Ch. 8:  Q 6;  PQ 1,




8
Review problems from Ch 13  EMH


Ch 13:
Q  4, 6, 7, 8


9


“





Ch 13: PQ 1,2,3, 6,8


Pass out Exam 1

Mond 4/14
6
Turn-in Exam 1





Ch. 9  Handout problem #1 & #2



7 
Application of CAPM to Capital Budgeting

       (both attached)
 Class #6

8 
 Begin Dividend Policy 




Ch 16



9
Problems






Ch. Q 2,7,9, CQ 1



Readings on the J Drive or Homepage:



How Do CFOs Make Capitlal Budgeting Decisions




Journal of Applied Corporate Finance (2002)

 

“Ascertaining the divisional beta…Pure Play Method”




 

The Chartered Accountant, Nov 2002



Excerpts from “ Payout Policy in the 21stCentury”





Journal of Financial Economics  (2005))




J:\Don_Cunningham\Kiplinger's Way to Buy Stocks, page 4 Dividend yield.htm





J:\Don_Cunningham\Kiplinger's Way to Buy Stocks, page 7 Debt-equity ratio.htm
Mond
4/21
6
Return graded Exam 1

Class #7

7
Begin Debt Policy without taxes - Chapter 17





8
Work Chapter 17 problems



Ch 17: Q 2, 5, PQ1,2,4, 6,7,8


9
Begin Debt Policy with taxes - Chapter 18



Readings on the J Drive or Homepage:




“Estimating the Tax Benefits of Debt”





Journal of Applied Corporate Finance (2001)


Thurs  4/28 
6
Review problems Chapter 18 



Ch 18   Handout problem


Class #8

7
Agency Theory, Pecking Order, Signaling, Slack 
 (attached)



 

8
Review



















Ch 18 Q 7;  PQ 7, 8







(Handout  Exam 2)
Monday  5/7  (??)
Exam 2 due in my office by noon
Chapters 1 & 2

Finance Terminology

THE PLAYERS

Shareholders  -  their balance sheet

Firms/corporations/companies – types - their balance sheet

Banks/banking

Markets vs. Capital markets -  markets for Real Assets vs financial Assets – what is the difference 

THEIR ACTIVITIES
Investing (by shareholder vs. by the firm)-left hand side of the balance sheet

Saving/lending

Borrowing/leveraging-right hand side of the balance sheet

MEASURES OF PERFORMANCE

By Economics, Accounting, Finance

Liquidity

Profitability

Return (rate of return)

Wealth creation—maximum wealth creation –  Is maximizing wealth = maximizing future wealth?

Future Value vs. Present value—Discounting   


Which is more valuable:   1100 in one year or 1200 in two years?


Which has highest rate of return?   Which is more valuable?   1100 in one yr or 1200 in one yr?   

Net present value

Stock price

WHICH MEASURE MUST DOMINATE

Preferences(irrationality) vs Rationality

Preferences for liquidity, safety, returns, risk, profitability, others

Rationality

Irrationality 

The marginal Investor

FINANCIAL MARKETS VS CONSUMER GOODS MARKETS

Compare and contrast the pricing process of a Waco municipal bond in security markets versus pricing it as a consumer good

Why do Firms exist?  What is the goal?  Does it vary internationally?
Chapter 2  
Handout Problem #1

All numbers are in $ millions

[image: image1]
The straight line represents shareholder’s and firm’s opportunities for lending and borrowing , and the curved line represents a firm’s opportunities for investment.  All investments, savings, and borrowing are in the same riskclass.  Suppose a firm is created and raises 2.6 million in cash.  Answer the following questions.

1. What is the interest rate in the economy?  By what other names might we refer to this interest rate?

2. How much should the company invest in order to make its shareholders happiest?

3. How much will this investment be worth next year?

4. What is the average rate of return on this investment?

5. What is the marginal rate of return on this invesmtne?

6. What is the PV of the firm’s investment?  What is another name for this PV?

7. What is the NPV of this investment?  What is another name for this NPV?

8. What is the PV of the shareholder’s investment?  What is another name of this PV.

9. How much does the shareholder want to consume today and how much tomorrow?

10. How could the firm satisfy the shareholder’s spending preferences in time periods today and next year?

11. Could the shareholder spend (consume) $3 million toady?  If yes, then how much will they have to spend next year?  Show this on the gaph.

12. If the firm has a no dividend policy, could the shareholder’s preferences for spending still be satisfied?  How?

13. Use Shareholder and firm balance sheets to represent the answers to questions 2, thru 11. 

Chapter 2

Handout Problem #2

Draw a figure like the one in problem #1 representing the following situation:

1. A firm starts out with $10 million in cash.

2. The rate of interest is 10 percent

3. To maximize NPV the firm invests today $6 million in real assets.  This leaves $4 million which can be paid out to the shareholders. 

4. The NPV of the investment is $2 million.

Answer the following questions:

1. How much cash is the firm going to receive in year 1 from its investment?

2. What is the marginal return from the firm’s investment?

3. Who inside the firm will calculate the marginal return on this investment?  How?

4. What is the value of the shareholder’s investment before the investment plan is announced?  What is the value after the announcement?  How long does it take for this value change to occur?

5. Suppose shareholders want to spend $6 million today.  How can they do this?

6. If they spend $6 million today, how much will they have to spend next year?

7. Could they plan to spend more today?   Would it change their wealth.  What is their wealth?
Chapter 9

Handout Problem #1

Amalgamated has three operating divisions:  chemical (40 % of assets), food (10% of assets), and electronics (50% of assets).  A sample of companies operating in these areas have the following characteristics:





[image: image2.wmf]b

e



Debt/(Debt + Equity) ratio

ROD




Chemicals

1.2


.6



.08  




Food


1.5


.4



.07




Electronics

1.1


.3



.06




Amalgamated's Debt/Asset ratio is .6.   Treasury Bills are yielding 5% and the market risk 

premium is 6%.

1.
What is the appropriate discount rate for capital budgeting decisions for each of Amalgamated's divisions?

2.
What is Amalgamated's cost of capital ?  How  would you use it? 

3.
What is Amalgamated’s ROE if its ROD is the same as the competitor firm with a similar capital structure?

Chapter 9
Handout  problem #2

A company is deciding whether to issue stock to raise money for an investment project.  The project has the same risk as the market and management projects the project will earn 20%.  If the risk-free rate is 10% and the expected return on the market is 15%, then the company should undertake the project:

a) If the company’s beta is greater than 2

b) If the company’s beta is less than 2

c) regardless of the value of the company’s beta.


Why?

What if the company’s debt ratio were .5?  What if it were .9?

Chapter 17

Handout Problem

Analyze the risk/return reward structure for the shareholders of a 100% equity financed firm and determine whether the firm should finance a 50% expansion of its core business with bonds or stock.  The firm is a “pure play” and the expansion is projected to earn 18%.  The bonds would have a required yield of 6%.  The firm’s stock (before expansion) is currently earning 19%.  The risk-free rate is currently 5%.  The expected return on the market is 12%.

Answer the following questions:

1) What is the current risk class of the firm’s assets and stock?

2) Will the firm’s ROE increase or decrease if the assets are financed with bonds?

3) What will be the risk class of the firm’s stock if the expansion is financed with bonds? 

4) What ROE will the market expect (require) if the expansion is financed with bonds? 

5) What ROE will the firm earn if the expansion is financed with bonds?

6) Should the firm finance the expansion with bonds?

7) Should the firm finance the expansion with stocks?

8) What would be your answer if the expansion were expected to earn 19%?  21%

Chapter 18

Debt and Taxes 

Handout Problem

Suppose the investing public consists of four investor groups with the following tax brackets:



Group


Tax Bracket


  A



60%



  B



40%



  C



 0 %

These investors can invest in perpetual municipal bonds, perpetual corporate bonds, and common stock.  

The corporate tax rate is 50%.  Aggregate interest payments on municipal bonds totals $30 million.  Aggregate NOI of all corporations totals $300 million.  

Each investor group has the same amount of money to invest and their total net worth equals the value of all securities.  In other words, all the interest income from muni’s as well as all corporate NOI mentioned above must flow through securities purchased by the three investor groups listed above. 

The minimum required rate of return demanded by investors after taxes in this economy is 10%.

(1) Suppose all companies are initially financed by common stock.  Company X decides to mimic the local municipality and issue bonds to raise capital.  The firm will allocate $1 million of its NOI to interest payments on the bonds.  Which group of investors will buy the bonds?  What will be the rate of interest?  What will be the effect of the bond issuance on the value of Company X?

(2) What will other companies do after observing the financing actions taken by Company X?  Suppose interest payments in the economy now total $150 million.  At this point Company Y decides to follow the actions of Company X and issue bonds, also allocating $1 million of its NOI to interest payments on the bonds.  Which group of investors will buy the bonds?  What will be the rate of interest?  What will be the effect of the bond issuance on the value of Company X?

(3) Suppose total interest payments in the economy somehow rise to $230 million.  Company Z was one of the last firms to issue debt, also allocating $1 million of its NOI to interest payments on the bonds.  Which group of investors bought the bonds?  What rate of interest did Company Z have to pay on the bonds?  What was the effect of the bond issuance on the value of Company Z?  What will be the impact of this bond issuance on interest rates and the value of firms that issue bonds in the future?

(4) Over time, suppose a few corporations have accumulated excess cash from operations and want to purchase marketable securities to “park” their money.   How will all the financing activity settle up?  That is, how much debt must be outstanding?  What is the value of all companies?  What is the interest rate in the economy?  What is the impact of leveraging for a company?  Show that when all the dust settles, an unlevered firm has no incentive to issue debt and a levered company has no incentive to retire debt with common stock. 
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