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Department Examinations

In addition to your own instructors' examinations, all Finance 320 students are required to take two Department examinations.  These examinations are constructed by a committee of Finance professors and are designed to test competencies mandated by the Department of Finance.  The material included in this Guide is designed to assist students with these examinations.  

 Test Dates

FINCOACH EXAM  There will be two FinCoach exams given in the semester.  The first exam will be in the 10th week of instruction.  The second exam (for those students who do not pass the first one) will be in the 12h week.  See your instructor's syllabus for your class test dates.  Further information about the FinCoach software and the exam is provided in Part 2 of this Guide.

DEPARTMENT FINAL EXAM  The department final exam will take place during the week scheduled for final examinations.  See the Class Schedule for the date and time that your section will take the final exam.  Required competencies and study tips for the comprehensive final exam is provided in Part 1 of this Guide.

Resources for Finance 320 Students

LIBRARY MATERIALS
Calculator tutorials are available at the Reserve Desk, located at the CIRCULATION SERVICES – Reserve Book Room, on the first floor of the CSUF Library.  The following materials are available for short-term checkout to copy:

· Tutorial for the Texas Instruments BAII Plus Financial Calculator: Appendix A in the  textbook supplement provides a brief guide for using this calculator.  Another useful guide that is more comprehensive than the one provided in the textbook is the tutorial for the TI BAII Plus on reserve in the Library at the CIRCULATION SERVICES – Reserve Book Room.  Ask for ALL007.  Many students find it convenient to use the BAII Plus because the textbook is keyed to the BAII Plus.

· Tutorials for Other Financial Calculators: Tutorials are also available in the Reserve Book Room for the following financial calculators:  (1) HP 12C (ALL008) and (2) HP 10B (ALL014). 
PRENTICE HALL FINANCE CENTER

The Prentice Hall Finance Center can be accessed remotely at http://myphlip.pearsoncmg.com.  Type in “Foundations of Finance” for the name of the textbook and select edition four.  However, edition four varies somewhat from the custom version of the textbook for CSUF which you are using.  Chapters 1-9 & 11-13 are the same in both versions.  Chapter 10 in the custom version is chapter 11 in edition three, chapter fourteen in the custom version is chapter 15 in edition four, and chapter 15 in the custom version is chapter 17 in edition four.
· On-Line Study Guide – contains outlines and interactive sample multiple-choice questions for each chapter.

· Current News Items – associated with the subject matter of each chapter.

· Internet Exercises – a variety of related web site resources.

· Other Student Resources – downloadable Excel file spreadsheets. 

Finance 320 Webpage

· Where to Find the Finance 320 Webpage

http://business.fullerton.edu/finance/finance320.htm
· What You Will Find on the Webpage:

1. Guide to Finance 320-Business Finance, including Solutions to Competency Study Problems.  This Guide is also available for purchase in the bookstore.

2. A sample FinCoach Examination.  This examination is an actual examination given in a prior semester.  This exam is a sample only.  The exam that you will take will cover the same topics but the questions will be different.  The best way to study for the exam is to use the Guide to Finance 320 in conjunction with your FinCoach software.  

3. A sample comprehensive Department final examination.   This is an actual examination that was given in a prior semester.  Any examinations provided are samples only. The exam that you will take will cover the same topics but the questions will be different.  The best way to study for the exam is to use the Guide to Finance 320 in conjunction with your textbook and any notes that you take from your professor's lectures.  The only reason a sample of the exam is provided is to illustrate the format of the examination.

4. Links to Finance 320 faculty.  These links will take you to professors’ individual homepages.  E-mail addresses, course outlines and other important information are generally available at these sites.
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Required Competencies for Finance 320 &

Study Tips for Comprehensive Department Final Examination

Finance 320 Business Finance is an important and practical course.  It includes concepts and techniques needed for success in all areas of business including Accounting, Finance, Management and Marketing.  The competencies listed below reflect the minimum knowledge that you will be expected to acquire and represent the core competencies that you are expected to master.  Professors enrich their courses with additional materials and learning objectives.  

The Comprehensive Department Final Examination will be based upon these competencies.  Notes are allowed on the exam, as long as they are not typed or copied.  (For example, sample exams, typed/copied homework solutions, or anything else that is typed or copied are NOT ALLOWED.)  The textbook and calculator manuals are also NOT ALLOWED.  This document will help you prepare for the Comprehensive Department Examination that is given to all Finance 320 students during the final exam week at the end of the semester.

Course Competencies

The competencies that you are to master are in Part One of this document; they are organized by the chapters in the textbook for this class, Foundations of Finance by Keown, Scott, Martin and Petty, Custom Edition for Finance 320, California State University, Fullerton.  Below each competency are a series of study Focus Questions, Relevant Reading, and Study Problems.
Focus Questions  
If you can answer these and similar or related questions and problems, you will have mastered the learning competency.  The focus questions included in this document are intended to be typical of the things you must master.  You will sometimes find similar or overlapping questions that are designed to help you look at subject matter from different perspectives.  For many questions, the answer must be deduced from the material in the text rather than “looked up” in the text. These insightful questions are designed to get you to think about the material.  The focus questions are not the examination questions; they are designed to help you prepare for the examination questions.

Related Reading 
You are expected to read the entire chapter related to each competency.  However, beneath each competency is a Related Reading section, which directs you to important reference pages in the textbook related to those competency questions. 

Study Problems  
This includes suggested problems related to each competency.  Solutions to these competency problems are contained in Part Three of the Guide to Finance 320.
The textbook is the single most important aid you have to master the competencies of this course.  In most cases, the materials available in the text provide adequate coverage and it is not necessary for the professor to spend valuable class time on each and every competency.  In a few cases you may have to review sections of the textbook that are not included in the assignment.  It is your responsibility to read the book carefully and learn the material.  Your professor’s lectures are not a substitute for the reading assignment.
A. Introductory Material (Chapter 1)

1. Explain and evaluate the concept of shareholder wealth maximization and how it relates to other possible objectives of the firm's management.

· Focus Questions: What is wrong with profit maximization as an objective?  Why is stockholder wealth maximization a better objective?  What does it mean to maximize stockholder wealth?  What is meant by the risk return tradeoff and how does it relate to stockholder wealth maximization?  What is the agency problem and how does it relate to stockholder wealth maximization?   How do ethical considerations enter into the desire to maximize stockholder wealth? 

· Related Reading:  pages 4-5.  In addition, read the material relating to Principles 1, 2, 3, 7 and 10 (pages 15-22).  

· Study Problems: None. 

B. Financial Markets (Chapter 2)

1. Describe the role played by financial markets and how American firms use them.

· Focus Questions: Why do financial markets exist and how important are they to American firms? What are the key components of the U.S. financial market system? How is financial capital (funds) moved from savers to ultimate users of the funds? Which securities have been used most frequently by American firms? How do primary and secondary financial markets differ? What are the examples of each type of market?  What is the difference between the money market and the capital market?  Which instruments are traded in each type of market?  How do over-the-counter markets differ from organized securities exchanges?

· Related Reading: pages 34-45.  

· Study Problems: None.

2. Describe how the investment banking process works in public issues of securities and private placements.
· Focus Questions: What is investment banking and how does it differ from commercial banking?   What does an investment bank do and how does the investment banker receive compensation?  What is a private placement and how does it differ from a public offering? What are the advantages and disadvantages of private placements? What are flotation costs?

· Related Reading: pages 45-50. 

· Study Problems: None.

3. Describe the long-term pattern of rates of return on securities.

· Focus Questions: What has been the pattern of return for different types of securities?  Why have some securities had a higher return than other securities?  How has the rate of return on bonds and Treasury Bills been related to the inflation rate?  Would you expect the historical rates of return on other investment types to be related to inflation?

· Related Reading: pages 53-57.

· Study Problems: Review Principle 1, The Risk Return Tradeoff (pages 15-16).  How does Principle 1 explain the pattern of returns on different securities?

4. Describe how interest rates are determined. 

· Focus Questions: How does the nominal rate of interest differ from the real rate of interest?  Which factors determine the nominal rate of interest?  What is the relationship between a debt security's rate of return and the length of time until the debt matures?

· Related Reading: pages 57-62.

· Study Problems: None.

C. Financial Statements & Evaluating Financial Performance (Chapters 3,  Appendix &  Chapter 4)

1. Understand what important information is included in the income statement and balance sheet.

· Focus Questions: What is an income statement and what information does it contain?  What is the difference in the information contained in operating income (EBIT) and net income available to common stockholders? How do interest payments affect taxes?  How do preferred and common dividends affect taxes?  What are the major categories on the right and left sides of the balance sheet?  What does the balance sheet tell us about the firm? 

· Related Reading: pages 72-82.

· Study Problems: Problem 3-2.

2. Discuss the significance of the cash flow statement and explain the difference between net income for the firm and cash flow.  

· Focus Questions:  What does the cash flow statement tell us about the firm?  What are cash flows from operations? What are cash flows from investing activities?  What are cash flows from financing activities?  How are cash flows and net income (profits) different?  How can you interpret the cash flow statement? 

· Related Reading: pages 103-108.

· Study Problems: None.

3. Analyze a firm's financial performance using financial ratio analysis.

· Focus Questions: What are the four questions that financial ratio analysis attempts to answer?  Which ratios help answer which questions?  How is each ratio computed?  What comparisons can be made in financial ratio analysis?  What are the limitations of financial ratio analysis?

· Related Reading: pages 112-124; 128-129.

· Study Problems: Problems ST-2 and 4-5 test your understanding of ratio computations and comparisons to industry averages.  Focus on the four major questions and place each ratio in the appropriate category.

.

D. Time Value of Money (Chapter 5)

1. Explain the concepts of compounding and discounting and show how they can be used to calculate the future value and present value of both lump sums and annuities.

· Focus Questions: What is meant by compounding?  Why is $100 invested for three years at 10% worth $133.10 rather than $130?  How are the numbers in Table 5-2 developed and used?  What adjustments must be made when compounding uses nonannual periods?  How can the equation for computing present value be derived from the equation for computing future value?  How are the figures in Table 5-3 computed and how are they used?  What is an annuity? What are the differences between and ordinary annuity and an annuity due?  How is the future value of an annuity computed?  How is the present value of an annuity computed? How is the present value of an uneven stream computed?  How is the present value of a perpetuity computed?

· Related Reading: pages 144-167.

· Study Problems: Review Principle 2, The Time Value of Money–A Dollar Received Today is Worth More Than a Dollar Received in the Future (page 16).  Problems 5-1 through 5-6, 5-9, 5-21 and 5-34.

2. Compute the annual rate of interest on an investment. 

· Focus Questions: If the future value of an investment is given, how is the annual interest rate computed?  

· Related Reading: None.

· Study Problems: Problems 5-15 and 5-26.  

3.   Compute the periodic payments or interest rate on an amortized loan.

· Focus Questions: What is an amortized loan?  How is the periodic payment of an amortized loan computed?  How is the annual interest rate on an amortized loan computed?

· Related Reading: None.

· Study Problems: Problems 5-13, 5-25 and 5-27.

E. Risk and Rates of Return  (Chapter 6)

1. Define and measure the expected rate of return of an individual investment and a portfolio of assets.

· Focus Questions: Why is Principle 1 (Risk-Return Tradeoff) important in this chapter?     What is meant by expected return and how does it relate to the statistical concept of expected value?  How is expected return measured?  Why isn’t each possible return given the same weight in the computational procedure?

· Related Reading: pages 176-177.

· Study Problems: Problems 6-1 and 6-2.

2. Define and measure the riskiness of an individual investment. 

· Focus Questions: What is the meaning of investment risk?  Using Figure 6-1 as a frame of reference, which investment is more risky and how do we know that?  Why is the standard deviation a good measure of risk of an individual investment and how is it computed?  Why would a firm choose an investment with relatively high risk?  How does this relate to Principle 1? 

· Related Reading: pages 178-181.

· Study Problems: Problems 6-1 and 6-2.

3. Define and measure the investment risk of a portfolio of assets and evaluate the merits of diversification.  

· Focus Questions: What are the two types of risk associated with holding a portfolio of investments?  How is each measure of risk defined?  Which risks can be diversified away and which can’t?  What does Figure 6-3 demonstrate?  How large does a portfolio have to be in order to diversify away company-unique risk?  Why does some risk remain even after diversification?  What does beta measure?  What does Figure 6-4 show about the riskiness of The Gap's stock relative to the S&P 500 stock index?  Would The Gap have a beta greater than one or less than one (no computation necessary)?   What does it mean if a stock has a beta of less than one; equal to one; or greater than one?   How is a portfolio beta computed?

· Related Reading: pages 182-189.

· Study Problems: Problem 6-11, Parts a and b.

4. Explain the concept of Capital Asset Pricing Model (CAPM) and show the relationship between risk and return on the Security Market Line (SML).

· Focus Questions: Why would we want to know the required rate of return?  What is the meaning of Equation 6-9?  What is the meaning of Equation 6-11?  What is the meaning of each term in equation 6-11? How does Equation 6-11 relate to Principle 1 (Risk-Return Tradeoff)?  What is the relationship between Equation 6-11 and Figure 6-9?  How can one use Figure 6-9 to find the market risk premium and the risk free rate of return?

· Related Reading: pages 193-196.

· Study Problems: Problems 6-4, 6-6 and 6-8. 
F. Personal Investing in Mutual Funds  (Chapter Six Appendix)

1.    Explain what is involved in mutual fund investments.

· Focus Questions:  How are mutual funds purchased?  What is net asset value (NAV)? What is a no-load fund?  What is an index fund?  What are the benefits of mutual fund investing?  What are the drawbacks?  

· Related Reading:  pages 207-208.
· Study Problems:  None.

G. Bond Valuation  (Chapter 7)

1. Define the different types of value and explain the determinants of intrinsic value.

· Focus Questions: What are the definitions of book value, liquidation value, market value and intrinsic (economic) value?  What is the relationship between the concept of market value and Principle 6 (Efficient Capital Markets)?  What would be the relationship between market value and intrinsic value in an efficient capital market?  Using Figure 7-1 as a frame of reference, what determines the value of an asset?  What is the meaning of Equation 7-2?
· Related Reading: pages 217-221.
· Study Problems: None.
2. Describe the characteristics of bonds.

· Focus Questions: What is a bond? What is the nature of the bondholders’ claim on the assets and income of the firm?  What is the meaning of par value, coupon interest rate, maturity and current yield?  What is an indenture?  What risk is measured by bond ratings?  What are the ranking categories used by Standard and Poor?
· Related Reading: pages 212-217.
· Study Problems: None.
3. Describe the different kinds of bonds.

· Focus Questions: What are debentures, subordinated debentures, mortgage, and junk bonds?  

· Related Reading: pages 212-214.

· Study Problems: None.
4. Explain how bonds are valued and compute the value of a bond.

· What are the cash flows associated with the American Airlines bond discussed in the text?  How is the value of the American Airlines bond computed?  What adjustment is made for semiannual interest payments?

· Related Reading: pages 221-225.

· Study Problems:  Problems ST-2, 7-2 and 7-7.    
5. Compute bond yields. 

· Focus Questions: What is expected rate of return and how does it relate to the concept of a bond’s yield to maturity?  How is yield to maturity computed?  How is current yield computed?

· Related Reading: pages 216; 225-226.  

· Study Problems: Problems 7-3 and 7-5. 

6. Explain the important relationships relating to bond valuation?

· Focus Questions: How do changes in interest rates (required rates of return) affect bond values?  During a period of inflation, what would you expect to happen to interest rates and bond prices?  If a bond is selling at a price higher (or lower) than par value, what do we know about changes in required rate of return?  What happens to the value of a bond as it approaches its maturity date?  Why?  

· Related Reading: pages 226-229.  

· Study Problems: None.

H.  Stock Valuation (Chapter 8)

1.   Explain what common stock and preferred stock are.

· Focus Questions: What are the major features of preferred stock?  What are the major features of common stock?  How does preferred stock differ from common stock?  

· Related Reading: pages 236-238; 240-243.  

· Study Problems: None.

2.  Describe the factors that determine the value of stock, and show how these factors can be combined to calculate the value of preferred stock and common stock.

· Focus Questions: How is the value of preferred stock computed?  How is the value of common stock computed?  What would make common stock go up in value?  Why might common stock go down in value?

· Related Reading: pages 238-240; 243-247.   

· Study Problems: Problems ST-4, 8-1, 8-6, 8-11, and 8-12. 

3.  Calculate the expected rate of return on preferred stock and common stock.

· Focus Questions: None.

· Related Reading: pages 250-253.  

· Study Problems: Problems 8-2 and 8-8.

I. Capital Budgeting Techniques (Chapter 9)

1. Describe NPV, IRR and payback period and evaluate the advantages and disadvantages of each of these techniques.

· Focus Questions: What is NPV?  What does a positive NPV signify and why?  What does a negative NPV mean?  What is IRR?  How is IRR used to make capital budgeting decisions?  Why is it true that NPV and IRR will give the same decisions (except under unusual circumstances)?  What is payback period?  What are the advantages and disadvantages of each technique?

· Related Reading: pages 262-271.  

· Study Problems: None.

2.  Compute NPV, IRR and payback period.  

· Focus Questions: None.

· Related Reading: pages 262-271.

· Study Problems: Problems 9-2, 9-3, 9-7, 9-8 and 9-9.  

J. Cash Flows In Capital Budgeting  (Chapter 10)
1. Evaluate the guidelines for estimating the cash flows associated with capital budgeting alternatives.

· Focus Questions: Why are cash flows rather than accounting profits used?  What is meant by incremental cash flows?  Why are incremental rather than total cash flows used?  What are sunk costs and how are they handled?  How are overhead costs handled?  What are opportunity costs and how should they be incorporated into the analysis?  How are financing costs such as interest handled and why?  Why is it necessary to consider cash flows diverted from other products?  Why must synergistic effects be incorporated into the cash flows?  How and why is working capital incorporated into the analysis?  

· Related Reading: Pages 292-295. 
· Study Problems: None.

2. Describe the system used to classify the cash flows associated with a capital budgeting alternative and indicate the important cash flows included in each classification.

· Focus Questions: What is included in initial cash outlay?  Why is working capital included in initial cash outlay?  How is the initial cash outlay affected by the sale of an existing asset?  What is included in differential cash flows?  Why is depreciation included in differential cash outflow if it is not a cash flow?  What is the difference between book profit and cash flow and how does it arise?   Under what conditions might the terminal cash flow be different from the differential cash flow?  What cash flows are included in the terminal cash flow?

· Related Reading: Pages 296-302.  Note that you are only responsible for the evaluation of new projects, and not replacement projects.

· Study Problems: None.

3. Estimate the cash flows associated with a new investment project and decide whether or not to undertake the investment.

· Focus Questions: None.

· Related Reading: None.

· Study Problems: Problems 10-4 and 10-5. 
4. 
Discuss the need to adjust the discount rate applied to projects for investments with differing levels of risk.

· Focus Questions: Should projects with different risk have the same required rate of return?

· Related Reading: Pages 309-311.

· Study Problems: None.  

K. The Cost of Capital  (Chapter 11)

1.  Describe the nature of the cost of capital and explain how it is used.

· Focus Questions: What is the cost of capital?  How is it similar and how is it different from the investors' required rate of return?  What are the components of the capital structure in the cost of capital?  Why is the cost of capital a weighted average rather than a simple average?  How is the cost of capital used in conjunction with investment schedules to make asset acquisition choices?  Why should the firm not use a single cost of financing as the hurdle rate (discount rate) for making capital-budgeting decisions?

· Related Reading: pages 328-340.

· Study Problems: None.

2. Compute a firm's cost of capital given the appropriate data and explain how the cost of capital might reflect the risk of a project.

· Focus Questions: None.

· Related Reading: pages 328-340.  

· Study Problems: Problems ST-2, 11-4, 11-5, 11-8 and 11-9.  

L. Business Risk, Financial Risk, and Leverage  (Chapter 12)

1. Explain the nature of business risk and financial risk.

· Focus Questions: What is EBIT and how is it related to net income?  What is business risk?  What causes business risk?  What is financial risk?  What causes financial risk? 

· Related Reading: pages 364-366. 

· Study Problems: None.

2. Describe the nature and importance of operating, financial, and combined leverage.

· Focus Questions: What is operating leverage?  What is the “good aspect” of operating leverage?  What is the “down side” of operating leverage?  What is financial leverage?  What happens to the earnings per share of the firm as its debt ratio changes? What is the “good aspect” of financial leverage?  What is the “down side” of financial leverage?  How could a firm with high operating leverage maintain a moderate level of combined leverage?     Why would a firm wish to maintain a moderate level of combined leverage?

· Related Reading: pages 372-381.  

· Study Problems: None

M. Planning the Firm’s Financing Mix  (Chapter 12)

1. Explain the concepts of capital structure and financial structure.

· Focus Questions: What is capital structure?  What is financial structure?  What is included in financial structure that is not included in capital structure?  Why is capital structure important?  

· Related Reading: pages 381-383.

· Study Problems: None.

2. Explain the Modigliani & Miller (independence) hypothesis of capital structure. Explain the “moderate position”.  Explain how both of these views relate to financial leverage, capital cost and stock price.

· Focus Questions: What would be the optimal capital structure according to the Modigliani & Miller hypothesis?  For the moderate position, why is the tax deductibility of interest important?  In the absence of other factors, what should the existence of a tax shield do to the capital cost and stock price as the debt ratio increases?  Which factors intervene to make the capital cost curve “saucer shaped”?  What is the meaning of Equation 12-16?  What are financial distress costs? What are agency costs within this context?  The manager wishing to maximize firm value would select which level of financial leverage?  What are the conflicts of interest between bond investors and stockholders?  How can the firm be organized so as to minimize agency cost and encourage managers to maximize firm value?  What would happen to capital structure policy if the corporate income tax were abolished?

· Related Reading: pages 383-392.  Review Principle 7, The Agency Problem, on pages 19-20.  

· Study Problems: None.

3. Describe actual management practice with respect to capital structure policy.

· Focus Questions: What is a target debt ratio?  How does it differ from an optimal debt ratio?  Do firms actually have target debt ratios?  Who sets the target debt ratio?  What are the different definitions of debt capacity?  How do actual capital structures vary with respect to the business cycle?  How do actual capital structures vary with respect to differences in business risk?

· Related Reading: pages 398-400.

· Study Problems: None.

N. Dividend Policy and Internal Financing  (Chapter 13)

1. Explain the relationship between dividend policy and stock price.

· Focus Questions: Why do some people argue that dividend policy has no impact on stock price?  Why do some argue that high dividends will increase stock price?  What is the “bird-in-the-hand” theory and why is it criticized?  Why do some argue that low dividends (high retention of earnings) will increase stock value?  Which argument do the authors of the textbook favor?  Why?

· Related Reading: pages 410-415.

· Study Problems: None.

2. Explain why managers pay dividends given the attractiveness of retained earnings.

· Focus Questions: How does the residual dividend theory explain the payment of dividends?  How does the clientele effect explain managers’ behavior with respect to the payment of dividends?  Why are taxes important in the clientele effect?  What would happen if personal income tax rates were increased?  How does the lower capital gains tax affect dividend payment?  What is meant by the information effect?  How might the payment of dividends reduce agency costs?  What is the expectations theory?  What policy do the authors recommend?

· Related Reading: pages 415-420.

· Study Problems: None.

3. Describe the dividend policies actually followed by firms and the factors affecting those policies.

· Focus Questions: What are the practical considerations that affect the dividend decision? What is meant by a stable dividend policy?  How is it different than a stable dividend payout ratio policy?  Is a “small regular dividend plus a year-end extra” a stable dividend policy? How does the variability of earnings actually compare to the variability of dividends?  Do firms pay dividends even when they have losses?  

· Related Reading: pages 420-423.

· Study Problems: None.

4. Describe cash dividends, stock dividends, stock splits and stock repurchases.  

· Focus Questions: What is a stock dividend?  What is a stock split? How is a stock dividend or stock split likely to affect the total assets controlled by the firm?   How is a stock dividend or stock split likely to affect the total earnings of the firms and the total dividends paid by the firm?  How is a stock dividend or stock split likely to affect the total value of a firm’s stock and the stock price?   

· Related Reading: pages 424-430.

· Study Problems: None.

O. Working Capital Management  (Chapter 14)

1.   Explain the risk-return tradeoff involved in working capital management.

· Focus Questions: What is working capital?  How do larger levels of current assets increase a firm’s liquidity?  How do they lower profitability?  What are the advantages of current liabilities as a source of financing?  What are the disadvantages?

· Related Reading: pages 442-444.

· Study Problems: None.

2.  How would a firm choose an appropriate level of working capital?

· Focus Questions: What is the hedging principle? What are permanent assets?  What are temporary assets?  What are temporary, permanent and spontaneous sources of financing?  How should temporary assets be financed according to the hedging principle?  How should permanent assets be financed?

· Related Reading: pages 444-446.

· Study Problems: None.

P.   International Business Finance  (Chapter 15)

1. Explain the factors affecting foreign exchange rates.

· Focus Questions: What is an exchange rate?  What is a spot rate?  What is a forward rate? Where and how are the spot and forward rates determined?  What is a direct quote?  What is an indirect quote?  What is the direct quote on the spot rate for the German Mark (Table 15-1)?  What is the indirect quote on the 90-day forward rate for the Japanese yen (Table 15-1)?  Why should the exchange rate on the British pound be the same in New York as it is in London?  

· Related Reading: pages 464-471.

· Other Assignment: None.

2.  Describe the nature of exchange rate risk.

· Focus Questions: How is the firm with international trade contracts exposed to exchange rate risk?  How is the firm with foreign portfolio investments exposed to exchange rate risk?  How is the firm with foreign direct investments exposed to exchange rate risk?  

· Related Reading: pages 470-472.

· Study Problems: None.
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Department FinCoach Examination

One of the departmental requirements in Finance 320 Business Finance is the FinCoach exam.  This section explains what FinCoach is, how it will be tested, and how you can prepare for the exam.

What Is FinCoach?  FinCoach is an interactive computer software program that is designed to help you master the “mathematics of finance”.  It helps you learn finance by presenting a broad array of problems as well as information on how to solve those problems. 

Where Can You Find FinCoach?  Students now have three ways to access the latest version of the software, FinCoach 2.0.

· Packaged inside the textbook is the Prentice Hall Finance Center CD-ROM, which contains the FinCoach 2.0 computer program for your home use.  Use Version C as this is the version that is keyed to your textbook.  

· FinCoach 2.0 is also available in the CBE computer lab in the basement of University Hall.  It is also available in the computer lab at the El Toro campus.  Unlimited use of the lab (for all resources including FinCoach) is included as part of the enrollment in this course; no additional lab fees are collected.  Consult the lab for times that it is open.  The lab can become very crowded just before examination dates and near the end of the semester.

Which FinCoach 2.0 Topics Are Included on the Examination?  Not all FinCoach 2.0 topics will be covered on the FinCoach exam.  The following list includes the seven primary FinCoach concepts that you are expected to master.  Much of the FinCoach material corresponds to basic fundamentals learned in Chapters 5 through 8 in the Foundations of Finance textbook.

	1. Single Cash Flows

· Future Value of a Single Cash Flow I, II

· Present Value of a Single Cash Flow I, II

· Single Cash Flow: Solving for Discount Rate

2. Finite Cash Flows

· Future Value of an Annuity I, II, III

· Present Value of an Annuity I, II, III

· Annuities: Solving for Discount Rate 

· Annuities: Solving for Time 

· Annuities: Solving for Payment 

3. Infinitely Many Cash Flows

· Present Value of a Perpetuity I

· Present Value of a Growth Perpetuity I

4. Bond Valuation

· Estimating Bond Value 

· Estimating Coupon Payment

· Estimating Coupon Rate

· Current Yield of a Bond

· Yield to Maturity of a Bond
	5. Stock Valuation

· Valuing Stock with Constant Growth I, III

· Estimating Stock Yield I

· Estimating Stock Growth I

6. Portfolio Diversification

· Expected Return with Two States

· Expected Return with Three States

7. CAPM

· CAPM: Solving for Riskfree Rate

· CAPM: Solving for Market Rate

· CAPM: Solving for Market Risk Premium

· CAPM: Solving for Expected Return

· CAPM: Solving for Stock Beta




How Will FinCoach Be Tested?    The Department FinCoach examination will have 25 questions with 50 minutes allotted.  You must answer at least 19 questions correctly or you will need to retake the exam.  The testing system rewards students for passing the FinCoach examination on the first attempt.  If you pass on the 1st attempt, you receive more points and are not required to take the 2nd FinCoach exam.  FinCoach exams will be graded as follows:


1st Attempt: Students achieving a score of 19 or more correct answers out of 25 pass the FinCoach exam and will receive full credit for the points they earned. Thus, a student who answers all 25 questions correctly will receive a score of 100%, while a student who answers 19 questions correctly will receive a score of 76%.  Students who answer 18 or fewer questions correctly do not pass the exam and must retake it.


2nd Attempt: Students who did not pass FinCoach on the 1st attempt (or students who missed the 1st FinCoach exam) must retake it.  The score for the 2nd FinCoach attempt will be the lower of 19, or your actual score.  For example, if you achieve a score of 17 (68%), that is your score; however, if you achieve a score of 19 or higher, your actual score will be 19 (76%).  

Are Notes Allowed on the FinCoach Exam?  Notes are allowed, as long as they are not typed, or photocopied.  Textbooks, calculator manuals, and sample exams ARE NOT ALLOWED.

How Have Students Done on Past FinCoach Exams?   Students have been quite successful.  Approximately 75% of students pass FinCoach #1, with 25% of all students achieving perfect scores.  

What Will the FinCoach Exam Look Like? There is a sample examination on the Finance 320 Web Page.  The exam that you take will have the same format and cover the same topics but the questions will be different.  The best way to prepare for the exam is to master all specified topics in the seven primary categories of FinCoach 2.0.  To accomplish this, access the Practice Mode of FinCoach 2.0 and answer five to ten questions in each of the topics. 

Should Students Use a Financial Calculator? Absolutely!    Other methods of making the required calculations include using mathematical formulas in conjunction with a calculator, or utilizing the Time Value of Money Tables.  However, it is unnecessarily cumbersome to do either.  It is important to learn the financial calculator for the FinCoach exams, and knowledge of how to use a financial calculator will improve job performance in many business-related occupations.  Using a financial calculator will also improve your performance in most other business courses.

Recommended Financial Calculators: Although you can use any financial calculator, most students use the Texas Instruments BAII PLUS or the Hewlett Packard (HP) 10B or 12C. The textbook is keyed to the BAII PLUS and contains the keystrokes used to make computations.  In addition, Appendix A in the textbook provides a guide for using TI BAII PLUS.  Some professors prefer the HP 10B or 12C.  Both will perform all of the financial calculations needed to successfully complete the course.  Tutorials are available at the Library’s “CIRCULATION SERVICES Reserve Book Room” desk for the TI BAIIPlus, HP12C,  and HP10B.  The call numbers are ALL007, ALL008, and ALL014, respectively.
FINCOACH SOFTWARE INSTRUCTIONS

FinCoach Installation

Home Computer:  Insert the Prentice Hall Finance Center CD-ROM and follow the installation instructions.  If a registration number has not been placed on the outside of the disk, you should use the universal identification number, 420-X2-PH101-000001.
CBE Computer Lab:  FinCoach 2.0 software is already installed on the CBE Network in the computer labs on both the Fullerton and El Toro campuses.  After you choose Microsoft Windows, select the FinCoach icon.

Using FinCoach

FinCoach 2.0 is a menu driven program and is very easy and user friendly. The first menu allows you to choose among Introduction, Run FinCoach, or Exit FinCoach. After the first time, you will probably pick Run FinCoach.  If so, you will get the following choices:

· Practice Mode. This choice is the most useful one.  It is the interactive portion of the program that helps you to solve problems and it offers many aides.  It contains menus that will allow you to choose the finance topic that you want to study.  It is recommended that you spend the majority of your time in this area.  It is in this section that you will be able to select as many questions as you need in order to master the seven major categories of FinCoach topics that you will be tested on.  Use your own financial calculator to solve problems, not the calculator on the screen.

· Test Mode. This choice provides you with problems and gives you access to the calculator. You will not be able to obtain help solving the problems.  After you have used the Practice Mode, this is an excellent way to simulate a FinCoach exam for yourself.

· Reference Mode. This choice provides textual materials to help you understand finance. You can also obtain this information in the Practice Mode by clicking the FinText icon.

· Ignore the Practitioner Mode.

When practicing a FinCoach 2.0 topic for the first time, look at a few problems before any solutions are attempted.  Think about the type of problem that is being presented, and how it is related to the textbook materials.  The FinHelp provides a written explanation of the subject matter; the FinAide provides an equation for the problem solution. The equations are not needed to compute the answer when using the financial calculator but are useful in understanding the problem.  You should use your own calculator to solve these problems, because you will not have access to the computer during the exam.  Note that the inputs provided in FinDoc may result in an incorrect answer if your calculator has different settings.  Consult with your instructor if you have any questions regarding the calculator.

FINCOACH SOFTWARE INSTRUCTIONS (continued)
Saving FinCoach Problems

When you use FinCoach 2.0 you will be periodically notified that you have not saved your work. A message at the bottom of the screen states: “NO FILE SPECIFIED,” if no problems have been saved.  Each time that you enter the Practice Mode of FinCoach 2.0, the software program will generate new problems. Thus, if you start FinCoach 2.0 the next day, the same problem(s) will not appear.  You may want to save the problems you have worked on so that you can review them in the future.  If you do so in the CBE lab, use a formatted diskette and place it in disk drive b.   To save a file, do the following:

1. Click File from the drop-down menu.

2. Select New in the menu.

3. Make certain that the directory corresponds to the drive where you want to create the file.

4. Enter the file name you want to use.

5. Click OK

The new file name will appear at the bottom of the screen.  As you work on additional problems, they are automatically added to this file.  

To later retrieve this file: 

1. Click File.

2. Select Review.

3. Choose your desired file. Make certain that the correct directory is chosen.

4. Click OK

You can also add problems to a particular file by using the commands File/Append. 

FINCOACH CONCEPTS

THIS SECTION GIVES SPECIFIC INFORMATION AND TEXT BOOK REFERENCES FOR EACH OF THE 7 TOPICS COVERED ON THE FINCOACH EXAM.

1.  Single Cash Flows

· Future Value of a Single Cash Flow I, II

Types of Problems: You will be asked to compute the future value (FV) of a single cash flow, given annual compounding (part I) or nonannual compounding (part II).  

Textbook Reference:  Chapter 5, pages 144-151 and 162-163.  The future value can be found using Equation 5-6 in the textbook.  This equation is very important since it is the foundation of all time value of money problems.  When nonannual compounding is involved, adjust n and i in the equation so they are consistent with the compounding frequency, or use Equation 5-12.

Using financial calculator (such as Texas Instruments BAII PLUS) to solve time value of money problems is discussed in Chapter 5 as well as Appendix A in the textbook.

· Present Value of a Single Cash Flow I, II

Types of Problems: You will be asked to solve for the present value (PV) of a single cash flow, given annual compounding (part I) or nonannual compounding (part II).  Look at a fairly large number of this type of problems because there are many different ways of phrasing the present value problem. 

Textbook Reference: Pages 151-153 and 162-163.  The process of computing the present value is simply the reverse of computing the future value.  You can use Equations 5-6 or 5-7 to find PV.

· Single Cash Flow: Solving for Discount Rate

Types of Problems: You will sometimes be asked to compute either: (1) the underlying interest rate, (2) the underlying discount rate, (3) the underlying rate of return, or (4) several other variations.  They all basically refer to the same thing – the growth rate of money between the present point in time and some specified future point in time.  Note that the techniques discussed in this section could also be generalized to apply to problems such as the rate of growth in sales, income, employment or whatever.  

Textbook Reference: Review the materials in the previous two sections.  You need to understand how to solve for i, using an equation or a financial calculator.

2.  Finite Cash Flows

· Future Value of an Annuity I, II, III

Types of Problems:  You will be asked to compute the future value of an annuity, i.e. a series of cash flows of equal amount, at fixed intervals, and for a specified number of periods.  The cash flows may occur on annual basis (parts I and II), or on nonannual basis, such as weekly, monthly or quarterly (part III).  

Textbook Reference: Pages 154-156.  Note that the annuities in these problems are ordinary annuities, meaning that the cash flows occur at the end of each period and the first one doesn't begin until one period in the future.  

· Present Value of an Annuity I, II, III

Types of Problems: You will be asked to find the present value of an annuity, given annual compounding (parts I and II) or nonannual compounding (part III).  A very important application of this topic is to deal with amortized loans.  An amortized loan is repaid with equal periodic payments; therefore, the payments of the loan represent an annuity.  In an amortized loan problem, the loan amount is PV while the periodic payment is PMT.  If the loan calls for nonannual payments, make sure that n and i are consistent with the payment pattern.

Textbook Reference: Pages 157-159.  You should also review the “Amortized Loans” section in the textbook (pages 161-162).    

· Annuities: Solving for Discount Rate 

Types of Problems: There are two types of problems that will ask you to solve for i.  For example, you may be given the amount that is borrowed in an amortized loan (i.e. PV) and the periodic payments (i.e. PMT).  Your job is to find the interest rate on the loan.  Note that if you are asked to compute the APR (annual percentage rate) and the payments are on nonannual basis, you must annualize the periodic interest rate.  The problem may also be approached from the perspective of achieving a financial goal.  Suppose you expect to accumulate certain amount of money at a future point in time by making a series of equal periodic deposits.  In this case you will be asked to compute the annual rate of return on the savings.  

Textbook Reference: Review materials in the previous two sections, as well as the nonannual compounding section.

· Annuities: Solving for Time or Payment

Types of Problems: The types of problems are similar to those described in the previous sections.  However, you will be asked to solve for n or PMT.  For example, you may be asked to find out how many years it takes to reach a specified financial goal (FV), or how long it takes to pay off an amortized loan (PV).  The problems may also ask you how much each periodic payment is to pay off a loan (PV), or how much each deposit is required to accumulate certain amount of money in the future (FV).

Textbook Reference: Review materials in the previous sections.
3.  Infinite Cash Flows

· Present Value of a Perpetuity I

Types of Problems:  You will be asked to find the present value of a perpetuity (i.e. an annuity that continues forever).  The problem may or may not mention the term “perpetuity,” so it is important that you recognize the pattern of cash flows described in the problem.

Textbook Reference: Pages 166-167. Note that solving this problem does not require advanced calculator techniques; simply divide the periodic cash flow of the perpetuity by the interest rate (see Equation 5-13 on page 166).

· Present Value of a Growth Perpetuity I

Types of Problems: In these problems you will be asked to compute the present value of a perpetuity whose cash flows grow at a constant rate forever, i.e. the growth perpetuity.  Some problems may require you to combine the present value computation and the basic valuation concept.  For example, if someone offers you an investment opportunity that will provide you with payments that grow at a constant rate and last forever, how much should you pay for this investment now?  Since the value of the investment is equal to the present value of its expected future cash flows, the maximum amount you should pay for the investment is the PV of a growth perpetuity.

Textbook Reference: There is no textbook reference for this specific topic.  Note, however, that the common stock valuation model in Chapter 8 is an application of growth perpetuity (see pages 245-247).  Compare Equation 8-7 on page 246 and the growth perpetuity equation ( PV=PP/(i-g) ) provided in FinAide.

4.  Bond Valuation

· Estimating Bond Value

Types of Problems: You will be asked to compute the intrinsic value of a bond.  The interest payments (most bonds pay interest semiannually) and the par value of the bond are given. A discount rate that is usually called the required rate of return or the market interest rate on the bond is also given.  You are to compute the present value of the cash flows generated by the bond.  Conceptually, this type of problem is a combination of the present value of an annuity (periodic interest payments) and the present value of a single lump sum received in the future (the par value).  If you use a financial calculator, this is all computed at the same time.  Note that in some cases, the dollar interest payment is given; in other cases, the dollar interest amount must be computed (the coupon rate times the par value equals the dollar interest payment).  

Textbook Reference: Chapter 7, pages 221-225.  You must understand the steps involved in adjusting the valuation process (in terms of an equation or financial calculator keystrokes) for semiannual interest payments.

· Estimating Coupon Payment or Coupon Rate

Types of Problems: Some problems may ask you to compute the coupon payment of a bond.  In these cases, you will be given the bond price (PV), the par value (FV), the term to maturity (n), and the yield to maturity or required rate of return (i); the unknown is PMT.  If the bond pays semiannual interest, don’t forget to adjust your inputs for n and i.  Additionally, pay attention to the proper signs of PV and FV.  

Some problems may ask you to compute the annual coupon rate of the bond.  You first need to find the bond’s periodic coupon payment.  If the payment is on semiannual basis, multiply it by 2 to get the annual coupon payment.  Divide the annual coupon payment by the par value to derive the annual coupon rate.

Textbook Reference: Pages 221-225.

· Yield to Maturity of a Bond

Types of Problems: Yield to maturity (YTM) is also called the expected or required rate of return on the bond.  If the problem asks you to find the yield to maturity, use the financial calculator to solve for i by entering the values for n, PV, PMT and FV.  Make sure you use proper signs for PV, PMT and FV.  Since YTMs are stated on annual basis, you must multiply the calculated i by 2 for semiannual bonds.

Textbook Reference: Yield to maturity is discussed on pages 225-226. 

· Current Yield of a Bond

Types of Problems: If the problem asks you to find the current yield of a bond, simply take the annual interest payment and divide it by the bond price. 

Textbook Reference: Current yield is discussed on page 216 and Equation 7-1 gives the calculating formula.  

5.  Stock Valuation

· Valuing Stock with Constant Growth I, III

Types of Problems: The problem will ask you to calculate the value of a constant growth common stock.  For these problems you are given a dividend, a required rate of return, and a dividend growth rate.  This is an important problem in finance because it highlights the combined impacts of cash flows to the stockholder (dividends and growth in dividends) and the risk borne by stockholders (required rate of return).

Textbook Reference: Pages 245-247.  Equation 8-7 on page 246 can be used to make the computations.  Note that D1 refers to the next dividend and g refers to growth in dividends.  In some cases, the most recent past dividend (D0) is given.  In order to use the formula it is necessary to derive D1 by multiplying D0 by (1+g).

· Estimating Stock Yield I

Types of Problems: You will be asked to compute the required rate of return on a common stock.  The problem will provide you with information about dividends and the price of the stock.

Textbook Reference: Pages 250-253.  The equation used to compute the answer is Equation 8-10 on page 252.  

· Estimating Stock Growth I

Types of Problems: You will be asked to calculate the implied growth rate in dividends when the price of the stock is known and the dividend is known.  

Textbook Reference: There is no separate discussion of this topic in the textbook.  The coverage for stock value and for expected rate of return should be sufficient to solve these problems.  

6.  Portfolio Diversification

· Expected Return with Two States or Three States

Types of Problems: You will be given a number of possible rates of return, each with a probability of occurrence, and be asked to compute the weighted-average, expected rate of return on an investment.

Textbook Reference: Expected rate of return is discussed on pages 176-177 (see Equation 6-2).  As shown in Table 6-1 on page 176, the sum of the probabilities is always equal to 1, or 100%. 

7.  CAPM

· CAPM: Solving for Expected Return

Types of Problems:  What is the expected return on a stock (kj)?  The basic equation for the problems in this section is the standard CAPM equation:  kj = krf +bj (km-krf).

There are two types of questions in this section.  One provides the student with km and refers to it in several ways (e.g. expected return on the market portfolio or expected market return).  When this type of information is provided, a simple substitution of the given number for km will yield the correct answer.  Some problems provide the student with the “market risk premium”.  In this case the stated market risk premium is substituted for the entire (km-krf) term.  

Textbook Reference: Chapter 6, pages 193-196.  The basic equation for CAPM is Equation 6-11 on page 196 of the textbook.

· CAPM: Solving for Risk-free Rate, Market Rate, Market Risk Premium, or Stock Beta

Type of Problems: The problem may ask you to compute the risk-free interest rate, the expected return on the market portfolio, the market risk premium, or the beta of a stock.  In these cases, the expected return on the stock will be given.

Textbook Reference: Pages 193-196.

PART 3

SOLUTIONS

TO

COMPETENCY

STUDY PROBLEMS
Chapter 3

3-2.


Warner Company

Balance Sheet

12/31/2003

ASSETS

Cash

 $   225,000 

Accounts receivables

      153,000 

Inventories

        99,300 

Prepaid expenses

        14,500 

Total current assets

 $   491,800 

Gross buildings & equipment

 $   895,000 

Accumulated depreciation

      263,000 

Net fixed assets

      632,000 

Total assets

 $1,123,800 

LIABILITIES & EQUITY

Liabilities
Short-term notes payable

 $     75,000 

Accounts payable

      102,000 

Taxes payable

        53,000 

Accrued expenses

          7,900 

Total current liabilities

 $   237,900 

Long-term debt

      334,000 

Total liabilities

 $   571,900 

Equity
Common stock

 $   289,000 

Retained earnings

      262,900 

Total equity

 $   551,900 

Total liabilities and equity

 $1,123,800 

Warner Company

Income Statement

Year Ending 12/31/2003

Sales

 $   573,000 

Cost of goods sold

      297,000 

Gross profits

 $   276,000 

Operating expense
 $ 79,000

Depreciation expense
   66,000
Total operating expense

 $   145,000 

Operating income (EBIT)

 $   131,000 

Interest expense

          4,750 

Earnings before taxes

 $   126,250 

Taxes

        50,500 

Net income

 $     75,750 

Chapter 4

4-5.
a.


Industry
Evalu-


RATIO
2002 
2003 
Norm
ation

Liquidity:

Current Ratio
6.0x
4.0x
5.0x
Poor


Acid-test (Quick) Ratio
3.25x
1.92x
3.0x
Poor


Average Collection Period
   137 days
107  days
90 days
Poor


Inventory Turnover
1.27x
1.36x
2.2x
Poor


Operating profitability:

 EQ \a(Operating Income,Return on Investment) 
10.4%
13.8%
15.0%a
Poor


Operating Profit Margin
20.8%
24.8%
20.0%
Satis.


Total Asset Turnover
.5x
.56x
.75x
Poor


Average Collection Period
   137 days
107 days
90 days
Poor


Inventory Turnover
1.27x
1.36x
2.2x
Poor


Fixed Asset Turnover
1.0x
1.04x
1.00x
Satis.


Financing:


Debt Ratio
33%
34.6%
33%
Satis.


Times Interest Earned
5.0x
5.63x
7.0x
Satis.


Rate of return on common stockholders’ investment:

Return on Common Equity
7.5%
10.5%
9.0%
Satis.

b.
Regarding the firm’s liquidity, the current and acid-test (quick) ratios are both well below the industry averages and have decreased considerably from the prior year.  Also, the average collection period and inventory turnover are well below the industry averages, which suggests that accounts receivable and inventories are not of equal quality of these assets in other firms in the industry.  So, we may reasonably conclude that Pamplin is less liquid than the average company in its industry.

c.
Operating profitability

In evaluating Pamplin’s operating profitability relative to the average firm in the industry, we must first determine the operating income return on investment (OIROI) both for Pamplin and the industry.  From the information given, this computation may be made as follows:


[image: image1.wmf]investment

on 

return 

income

 

Operating


=

[image: image2.wmf]margin

profit 

Operating


X

[image: image3.wmf]over

turn 

asset

 

Total


Industry:
20%  X  0.75  =  15%

Pamplin 1999:
20.8%  X  0.50  =  10.4%

Pamplin 2000:
24.8%  X  0.56  =  13.9%

Thus, given the low operating income return on investment for Pamplin relative to the industry, we must conclude that management is not doing an adequate job of generating operating profits on the firm’s assets.  However, they did improve between 2002 and 2003.  The problem lies not with the operating profit margin, which addresses the operating costs and expenses relative to sales.  Instead, the problem arises from Pamplin’s management not using the firm’s assets efficiently, as indicated by the low asset turnover ratios.  Here the problem occurs in managing accounts receivable and inventories, where we see the low turnover ratios.  The firm does appear to be using the fixed assets reasonably well—note the satisfactory fixed assets turnover.

d.
Financing decisions

A balance-sheet perspective:

The debt ratio for Pamplin in 2003 is around 35%, an increase from 33% in 2002; that is, they finance slightly more than one-third of their assets with debt and a little less than two-thirds with common equity.  Also, the average firm in the industry uses about the same amount of debt per dollar of assets as Pamplin.

An income-statement perspective:

Pamplin’s times interest earned is below the industry norm—5.0 and 5.63 in 2002 and 2003, respectively, compared to 7.0 for the industry average.  In thinking about why, we should remember that a company’s times interest earned is affected by (1) the level of the firm’s operating profitability (EBIT), (2) the amount of debt used, and (3) the interest rate.  (Items 2 and 3 determine the amount of interest paid by the company.)  Here is what we know about Pamplin:

1.
The firm’s operating profitability is below average, but improving.  Thus, we would expect this fact to contribute to a lower, but also improving, times interest earned.  The evidence is consistent with this thought.

2.
Pamplin uses about the same amount of debt as the average firm, which should mean that its times interest earned, all else equal, would be about the same as for the average firm.  Thus, Pamplin’s low times interest earned is not the consequence of using more debt.

3.
We do not have any information about Pamplin’s interest rate.  So we cannot make any observation about the effect of the interest rate.  But we know if Pamplin is paying a higher interest rate than its competitor, such a situation would also be contributing to the problem.

e.
The return on common equity

Pamplin has improved its return on common equity from 7.5% in 2002 to 10.5% in 2003, compared to an industry norm of 9%.  The sharp improvement has come from a significant increase in the firm’s operating income return on investment and a modest increase in the use of debt financing.  It is also possible that the higher return on equity comes from Pamplin paying a lower interest rate on its debt, but we do not have enough information to know for certain.  Nevertheless, Pamplin has enhanced the returns to its owners, but with a touch of additional financial risk (slightly higher debt ratio) in the process.

Chapter 5

5-1.
a.
FVn
=
PV (1 + i)n 


FV10
=
$5,000(1 + 0.10)10



FV10
=
$5,000 (2.594)



FV10
=
$12,970


b.
FVn
=
PV (1 + i)n 


FV7
=
$8,000 (1 + 0.08)7 



FV7
=
$8,000 (1.714)



FV7
=
$13,712


c.
FV12
=
PV (1 + i)n 



FV12
=
$775 (1 + 0.12)12



FV12
=
$775 (3.896)



FV12
=
$3,019.40


d.
FVn
=
PV (1 + i)n



FV5
=
$21,000 (1 + 0.05)5



FV5
=
$21,000 (1.276)



FV5
=
$26,796.00

5-2.
a.
FVn
=
PV (1 + i)n


$1,039.50
=
$500  (1 + 0.05)n



2.079
=
FVIF 5%, n yr.

Thus  n
=
15 years (because the value of 2.079 occurs in the 15-year row of the 5% column of Appendix B).


b.
FVn
=
PV (1 + i)n


$53.87
=
$35 (1 + .09)n 



1.539
=
FVIF 9%, n yr.


Thus, n
=
5 years


c.
FVn
=
PV (1 + i)n


$298.60
=
$100 (1 + 0.2)n 



2.986
=
FVIF 20%, n yr.


Thus, n
=
6 years


d.
FVn
=
PV (1 + i)n


$78.76
=
$53 (1 + 0.02)n


1.486
=
FVIF 2%, n yr.


Thus, n
=
20 years

5-3.
a.
FVn
=
PV (1 + i)n


$1,948
=
$500  (1 + i)12



3.896
=
FVIF i%, 12 yr.

Thus, i
=
12% (because the Appendix B value of 3.896 occurs in the 12-year row in the 12% column)


b.
FVn
=
PV (1 + i)n


$422.10
=
$300  (1 + i)7 


1.407
=
FVIF i%, 7 yr.



Thus, i
=
5%


c.
FVn
=
PV (1 + i)n


$280.20
=
$50  ( 1 + i)20


5.604
=
FVIF i%, 20 yr.



Thus, i
=
9%


d.
FVn
=
PV ( 1 + i)n


$497.60
=
$200 (1 + i)5
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=
FVIF i%, 5 yr.



Thus, i 
=
20%

5-4.
a.
PV
=
FVn    
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PV
=
$800  
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PV
=
$800  (0.386)



PV
=
$308.80


b.
PV
=
FVn   
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PV
=
$300   
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PV
=
$300  (0.784)



PV
=
$235.20


c.
PV
=
FVn     
[image: image9.wmf](

)

÷

÷

ø

ö

ç

ç

è

æ

+

n

i

  

  

1

1




PV 
=
$1,000   
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PV
=
$1,000  (0.789)



PV
=
$789


d.
PV
=
FVn   
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PV
=
$1,000   
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PV
=
$1,000 (0.233)



PV
=
$233

5-5.
a.
FVn
=
PMT  
[image: image13.wmf](
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FV
=
$500  
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FV10
=
$500 (12.578)



FV10
=
$6,289


b.
FVn
=
PMT  
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FV5
=
$100 
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FV5
=
$100 (6.105)



FV5
=
$610.50


c.
FVn
=
PMT 
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FV7
=
$35 
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FV7
=
$35 (8.654)



FV7
=
$302.89


d.
FVn
=
MT 
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FV3
=
$25 
[image: image20.wmf](

)

÷

÷

ø

ö

ç

ç

è

æ

+

å

-

=

1

 

 

3

0

 

t 

t

0.02

  

  

1

  




FV3
=
$25 (3.060)



FV3
=
$76.50

5-6.
a.
PV
=
PMT 
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PV
=
$2,500 
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PV
=
$2,500 (7.024)



PV
=
$17,560


b.
PV
=
PMT 
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PV
=
$70 
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PV
=
$70 (2.829)



PV
=
$198.03


c.
PV
=
PMT 
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PV
=
$280 
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PV
=
$280 (5.582)



PV
=
$1,562.96


d.
PV
=
PMT 
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PV
=
$500 
[image: image28.wmf](

)

÷

÷

ø

ö

ç

ç

è

æ

+

å

=

10

1

 

t 

t

0.1

  

  

1

1

  




PV
=
$500 (6.145)



PV
=
$3,072.50
5-9.
a.
FVn
=
PV (1 + i)n



FV5
=
$5,000 (1 + 0.06)5


FV5
=
$5,000 (1.338)



FV5
=
$6,690


b.
FVn
=
PV (1 +  EQ \F(i,m) )mn


FV5
=
$5,000 (1 +  EQ \F(0.06,2) )2X5



FV5
=
$5,000 (1 + 0.03)10



FV5
=
$5,000 (1.344)



FVn
=
PV (1 +  EQ \F(i,m) )mn


FV5 
=
$5,000 (1 +  EQ \F(0.06,6) )6X5


FV5
=
$5,000 (1 + 0.01)30


FV5
=
$5,000 (1.348)



FV5
=
$6,740


c.  
FVn
=
PV (1 + i)n



FV5
=
$5,000 (1 + 0.12)5


FV5
=
$5,000 (1.762)



FV5
=
$8,810



FV5
=
PV 
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FV5
=
$5,000 
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FV5
=
$5,000 (1 + 0.06)10


FV5
=
$5,000 (1.791)



FV5
=
$8,955



FV5
=
PV 
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FV5
=
$5,000 
[image: image32.wmf]6X5
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FV5
=
$5,000 (1 + 0.02)30


FV5
=
$5,000 (1.811)



FV5
=
$9,055


d. 
FVn
=
PV (1 + i)n


FV12
=
$5,000 (1 + 0.06)12


FV12
=
$5,000 (2.012)



FV12
=
$10,060

e.
An increase in the stated interest rate will increase the future value of a given sum.  Likewise, an increase in the length of the holding period will increase the future value of a given sum.

5-13.
PV
=
PMT  
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$60,000
=
PMT 
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$60,000
=
PMT (9.823)

Thus, PMT
=
$6,108.11 per year for 25 years.

5-15.  
FVn
=
PV (1 + i)n

$1,079.50
=
$500 (FVIF i%, 10 yr.)

2.159
=
FVIF i%, 10 yr.


Thus, i
=
8%

5-21.
a.
PV
=

[image: image35.wmf]i
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PV
=
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PV
=
$3,750


b.
PV
=
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PV
=
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PV
=
$8,333.33


c.
PV
=
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PV
=
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PV
=
$1,111.11


d.
PV
=
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PV
=
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PV
=
$1,900

5-25.
PV
=
PMT 
[image: image43.wmf](
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$30,000
=
$10,000 (PVIFAi%, 5 yr.)


3.0
=
PVIFAi%, 5 yr.

i
=
19.86%

5-26.
PV
=
FVn 
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$10,000
=
$27,027 (PVIFi%, 5 yr.)


.370
=
PVIFi%, 5 yr.

Thus, i 
=
22%

5-27.
PV
=
PMT 
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$25,000
=
PMT 
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$25,000
=
PMT (3.605)


PMT
=
$6,934.81

5-34.
At 10%:



PV
=
$50,000 + $50,000 (PVIFA10%, 19 yr.)



PV
=
$50,000 + $50,000 (8.365)



PV
=
$50,000 + $418,250



PV
=
$468,250


At 20%:



PV
=
$50,000 + $50,000 (PVIFA20%, 29 yr.)



PV
=
$50,000 + $50,000 (4.843)



PV
=
$50,000 + $242,150



PV
=
$292,150

Chapter 6

6-1.


(A)
(B)
(A) x (B)
Weighted


Probability 
Return 
Expected Return
Deviation


P(ki)
(ki)

[image: image47.wmf]k


(ki -
[image: image48.wmf]k

)2P(ki) 


.15
   6%
    .90%
2.22

.30
9
2.70
.22

.40
10
4.00
.01


.15
15
2.25
3.98
 EQ \o(k,\s\up15(_))   =
9.85%
(2
=
6.43%


(
 = 
2.54%

Yes, Carter should invest in the security.  The level of risk is not excessive.

6-2.
Investment A:

(A)
(B)
(A) x (B)
Weighted

Probability 
Return
Expected Return
Deviation


P(ki)
(ki)

[image: image49.wmf]k


(ki - 
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0.3
  11%
3.3%
4.8%


0.4
15
6.0
0.0


0.3
19
5.7
4.8
 EQ \o(k,\s\up15(_))    =
15.0%
(2     =
9.6%

(       =
3.10%

Investment B


(A)
(B)
(A) x (B)
Weighted

Probability 
Return 
Expected Return
Deviation


P(ki)
(ki)

[image: image51.wmf]k


(ki - 
[image: image52.wmf]k
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0.2
  -5%
-1.0%
41.472%



0.3
6
1.8
3.468


0.3
14
4.2
6.348


0.2
22
4.4
31.752

 EQ \o(k,\s\up15(_))     =
9.4%
(2     =
83.04%

(       =
9.11%

Investment A is better.  It has a higher expected return with less risk.

6-4.
a.
 EQ \b(\a(Required rate,of return))   =   EQ \b(\a(Risk-free,rate))   +  Beta EQ \b(\a(Market Risk,Premium))  
=  6%  +  1.2 (16%  -  6%)

=  18%

b.
The 18 percent "fair rate" compensates the investor for the time value of money and for assuming risk.  However, only nondiversifiable risk is being considered, which is appropriate.  

6-6.


 EQ \a(Risk-Free,Rate)  +   EQ \b(\a(Expected Market - Risk-Free,Return            Rate))   x   Beta    =       EQ \a(Required,Rate of,Return)   
A
6.75%
+
(12%
-
6.75%)
x
1.50
=
14.63%

B
6.75%
+
(12%
-
6.75%)
x
0.90
=
11.48%

C
6.75%
+
(12%
-
6.75%)
x
0.70
=
10.43%

D
6.75%
+
(12%
-
6.75%)
x
1.15
=
12.79%

6-8.
If the expected market return is 12.8 percent and the risk premium is 4.3 percent, the riskless rate of return is 8.5 percent (12.8% - 4.3%).  Therefore; 

Tasaco
=  8.5%  +  (12.8% - 8.5%)  x  0.864  =  12.22%

LBM
=  8.5%  +  (12.8% - 8.5%)  x  0.693  =  11.48%

Exxos
=  8.5%  +  (12.8% - 8.5%)  x  0.575  =  10.97%

6-11.
a.
The portfolio expected return, 
[image: image53.wmf]k

p, equals a weighted average of the individual stock's expected returns.


[image: image54.wmf]k

p
=
(0.20)(16%)  +  (0.30)(14%)  +  (0.15)(20%)  +  (0.25)(12%)  +  (0.10)(24%)

=
15.8%

b.
The portfolio beta, ßp, equals a weighted average of the individual stock betas

ßp
=
(0.20)(1.00)  +  (0.30)(0.85)  +  (0.15)(1.20)  +  (0.25)(0.60)  +  (0.10)(1.60)

=
0.95

Chapter 7

7-2.
If the interest is paid semiannually:

Value (Vb)
=  
[image: image55.wmf]16
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(1.04)
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Vb
=  $50 (11.652)  +  $1,000 (0.534) 

Vb
=  $1,116.52


16
 EQ \x(N) 



4
 EQ \x(I/Y) 

50
 EQ \x(PMT) 

1000
 EQ \x(FV) 
 EQ \X(CPT)   
 EQ \x(PV) 
(
ANSWER
-1116.52

If interest is paid annually:

Value (Vb)
=  
[image: image56.wmf]å
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$1,000

     

    

(1.08)

$100

   


Vb
=  $100(5.747)  +  $1,000 (0.540)

Vb
=  $1,114.93


8
 EQ \x(N) 



8
 EQ \x(I/Y) 

100
 EQ \x(PMT) 

1000
 EQ \x(FV) 
 EQ \X(CPT)   
 EQ \x(I/Y) 
(
ANSWER
1114.93

7-3.
$900  =  
[image: image57.wmf]å
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$40

  



At 5%:  $40(12.462)  +  $1,000(0.377)  =  $875.48


At 4%:  $40(13.590)  +  $1,000(0.456)  ˜  $1,000.00


Interpolation:

Expected rate of return  =  4%  +   EQ \b(\f($100.00,$124.52))  (1%)   =  4.8% 


20
 EQ \x(N) 



900
 EQ \x(+/-) 
 EQ \x(PV) 



40
 EQ \x(PMT) 

1000
 EQ \x(FV) 

 EQ \X(CPT)   
 EQ \x(I/Y) 
(
ANSWER
4.79
semiannual rate

The rate is equivalent to 9.6 percent annual rate compounded semiannually, or 9.8 percent (1.0482 - 1) compounded annually.

7-5.
$1,150  =  
[image: image58.wmf]å
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$70

   


At 6%:  $70(8.384)  +  $1,000(0.497)  =  $1,083.88

At 5%:  $70(8.863)  +  $1,000(0.557)  =  $1,177.41

Interpolation:

  5%
$1,177.41
$1,177.41


[image: image59.wmf]%
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1,150.00

  6%


1,083.88


$27.41
$93.53


[image: image60.wmf]%

k

b

  =  5%  +   EQ \b(\f($27.41,$93.53))  (1%)   =  5.29%


12
 EQ \x(N) 



1150
 EQ \x(+/-) 
 EQ \x(PV) 



70
 EQ \x(PMT) 

1000
 EQ \x(FV) 

 EQ \X(CPT)   
 EQ \x(I/Y) 
(
ANSWER
5.28

7-7.
a.
Value

Par Value
$1,000.00

Coupon
$   100.00

Required Rate of Return
0.12

Years to Maturity
15

    Market Value
$   863.78

b.
Value at Alternative Rates of Return

Required Rate of Return
0.15

    Market Value
$   707.63

Required Rate of Return
0.08

    Market Value
$1,171.19

c.
As required rates of return change, the price of the bond changes, which is the result of "interest-rate risk."  Thus, the greater the investor's required rate of return, the greater will be his/her discount on the bond.  Conversely, the less his/her required rate of return below that of the coupon rate, the greater the premium will be.

d.
Value at Alternative Maturity Dates

Years to Maturity
5

Required Rate of Return
0.12

    Market Value
$   927.90

Required Rate of Return
0.15

    Market Value
$   832.39

Required Rate of Return
0.08

    Market Value
$1,079.85

e.
The longer the maturity of the bond, the greater the interest rate risk the investor is exposed to, resulting in greater premiums and discounts.  

Chapter 8

8-1.
Value(Vps)   =   EQ \f(.14 x $100,.12) 




=   EQ \f($14,.12) 




=  $116.67 

8-2.
Expected Rate of Return



[image: image61.wmf]ps

k

  =   EQ \f(Dividend,Selling Price)   =   EQ \f($1.95,$42.16)   =  or .0463, or 4.63%

8-6.
Value (Vcs)
=
 EQ \f(Last Year Dividend (1 + Growth Rate),(Required Rate - Growth Rate))  

Vcs 
=
 EQ \f($3.50(1 + .05),.20 - .05)  

Vcs 
=
$24.50

8-8.
Expected Rate of Return 
[image: image62.wmf]cs

k

)



=
 EQ \f(Last Year Dividend (1 + Growth Rate),Price)   +  Growth Rate


[image: image63.wmf]k

_

cs  
=
 EQ \f(2.94(1.095),$32.84)   +  0.095  =  0.193


[image: image64.wmf]k

_

cs 
=
19.3%

8-11.
a.

[image: image65.wmf]ps

k

  =   EQ \f(Dividend,Price)   =   EQ \f($3.60,$33.00)   =  10.91%

b.
Value (Vps)  =   EQ \f(Dividend,Required Rate of Return)   =   EQ \f($3.60,0.10)   =  $36

c.
The investor's required rate of return (10 percent) is less than the expected rate of return for the investment (10.91 percent).  Also, the value of the stock to the investor ($36) exceeds the existing market price ($33).  So buy the stock.

8-12.
a.
Expected Rate of Return
=
 EQ \f(Dividend in Year 1,Market Price)   +   EQ \A(Growth,Rate)  


=
 EQ \f($1.32(1.08),$23.50)   +  0.08  =  0.1407



=
14.07%

b.
Investor's Value
=
 EQ \f(Dividend in Year 1,Required Rate of Return - Growth Rate)  

=
 EQ \f($1.32(1.08),0.105 - 0.08)   

=
$57.02

c.
Yes, the expected rate of return is greater than your required rate of return (14 percent versus 10.5 percent).  Also, your value of the stock ($57.02) is larger than the current market price ($23.50).

Chapter 9

9-2.
a.
I0
=
FCFt [PVIFAIRR%,t yrs]


$10,000
=
$1,993 [PVIFAIRR%,10 yrs]



5.018
=
PVIFAIRR%,10 yrs


Thus, IRR
=
15%


b.
$10,000
=
$2,054 [PVIFAIRR%,20 yrs]



4.869
=
PVIFAIRR%,20 yrs



Thus,  IRR
=
20%


c.
$10,000
=
$1,193 [PVIFAIRR%,12 yrs]



8.382
=
PVIFAIRR%,12 yrs


Thus, IRR
=
6%


d.
$10,000
=
$2,843 [PVIFAIRR%,5 yrs]



3.517
=
PVIFAIRR%,5 yrs


Thus, IRR
=
13%

9-3.
a.
$10,000
=
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Try 18%



$10,000
=
$2,000(0.847) + $5,000 (0.718) + $8,000 (0.609)




=
$1,694 + $3,590 + $4,872




=
$10,156



Try 19%



$10,000
=
$2,000 (0.840) + $5,000 (0.706) + $8,000 (0.593)




=
$1,680 + $3,530 + $4,744




=
$9,954



Thus,  IRR
=
approximately 19%


b.
$10,000
=
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Try 30%



$10,000
=
$8,000 (0.769) + $5,000 (0.592) + $2,000 (0.455)




=
$6,152 + $2,960 + $910




=
$10,022



Try 31%



$10,000
=
$8,000 (0.763) + $5,000 (0.583) + $2,000 (0.445)




=
$6,104 + $2,915 + $890




=
$9,909



Thus,  IRR
=
approximately 30%


c.
$10,000
=
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Try 11%



$10,000
=
$2,000 (3.696) + $5,000 (0.535)




=
$7,392 + $2,675




=
$10,067



Try 12%



$10,000
=
$2,000 (3.605) + $5,000 (0.507)




=
$7,210 + $2,535




=
$9,745



Thus, IRR
=
approximately 11%

9-7.

Project A:



Payback Period
=
2 years + $100/$200 = 2.5 years



Project B:



Payback Period
=
2 years + $2,000/$3,000 = 2.67 years



Project C:



Payback Period
=
3 years + $1,000/$2,000 = 3.5 years


Projects A and B should be accepted using the payback period criteria.

9-8.

NPV9%
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=
$1,000,000 (5.535) - $5,000,000




=
$5,535,000 - $5,000,000  =  $535,000



NPV11%
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=
$1,000,000 (5.146) - $5,000,000




=
$5,146,000 - $5,000,000  =  $146,000



NPV13%
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=
$1,000,000 (4.799) - $5,000,000




=
$4,799,000 - $5,000,000  =  -$201,000
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=
$1,000,000 (4.487) - $5,000,000




=
$4,487,000 - $5,000,000  =  -$513,000

9-9.
Project A:


$50,000
=
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Try 23%


$50,000
=
$10,000(.813) + $15,000(.661) + $20,000(.537) 

 



+ $25,000(.437) + $30,000(.355)



=
$8,130 + $9,915 + $10,740 + $10,925 + $10,650



=
$50,360


Try 24%


$50,000
=
$10,000(.806) + $15,000(.650) +$20,000(.524) 




+ $25,000(.423) + $30,000(.341)



=
$8,060 + $9,750 + $10,480 + $10,575 + $10,230



=
$49,095


Thus, IRR
=
just over 23%


Project B:


$100,000
=
$25,000
[PVIFAIRR%,5 yrs]


4.00
=
PVIFAIRR%,5 yrs

Thus, IRR
=
8%


Project C:


$450,000
=
$200,000  [PVIFAIRR%,3 yrs]

2.25
=
PVIFAIRR%,3 yrs

Thus, IRR
=
16%

Chapter 10
10-4.
a.
Initial Outlay


Outflows:



Purchase price
$ 100,000


 
Installation Fee
5,000



Increased Working Inventory
        5,000



Net Initial Outlay
$110,000
           b.
Differential annual cash flows (years 1-9)


Book Profit
Cash Flow

Savings: 


Reduction in labor costs
$35,000
$35,000


Costs: 


Increased Depreciation*
10,500




Net savings before taxes
$24,500
$35,000


Taxes (.34)
8,330
    8,330


Annual net cash flow after taxes

$26,670
*
Annual Depreciation on the new machine is calculated by taking the purchase price ($100,000) and adding in costs necessary to get the new machine in operating order (the installation fee of $5,000) and dividing by the expected life.

c.
Terminal Cash flow (year 10)


Inflows:


Differential flow in year 10
$26,670


Recapture of working capital (inventory)
5,000

Total terminal cash flow
$31,670

d.
NPV
=
$26,670 (PVIFA15%,9 yr.) + $31,670 (PVIF15%, 10 yr.) - $110,000



= $26,670 (4.772) + $31,670 (.247) - $110,000



= $127,269 + $7,822 - $110,000



= $25,091  ($25,086 with financial calculator)

10-5.
a.
Initial Outlay


Outflows:


Purchase price
$ 500,000

 
Installation Fee
5,000


Training Session Fee
25,000


Increased Inventory
        30,000

Net Initial Outlay
$560,000


b.
Differential annual cash flows (years 1-9)



Book Profit
Cash Flow

Savings: 


Reduction in labor costs
$150,000
$150,000


Costs: 


Increased Depreciation*
50,500

Net savings before taxes
$99,500
$150,000


Taxes (.34)
33,830
33,830

Annual net cash flow after taxes

$116,170
*Annual Depreciation on the new machine is calculated by taking the purchase price ($500,000) and adding in costs necessary to get the new machine in operating order (the installation fee of $5,000) and dividing by the expected life.


c.
Terminal Cash flow (year 10)


Inflows:


Differential flow in year 10
$116,170


Recapture of working capital (inventory)
30,000

Total terminal cash flow
$146,170


d.
NPV
=
$116,170 (PVIFA15%,9 yr.) + $146,170 (PVIF15%, 10 yr.)
- $560,000



= 
$116,170 (4.772) + $146,170 (.247) - $560,000



= 
$554,363 + $36,104 - $560,000



= 
$30,467  ($30,446 with financial calculator)

Chapter 11

11- 4.

$958 (1 - 0.11)  =  $852.62  =  the net price (value less flotation costs).



$852.62
=

[image: image83.wmf]å

=

+

15

1

 

t 

t

d

)

k

 

 

(1

$70

  

+  
[image: image84.wmf]15

d

)

k

(1

000

,

1

$

+



kd
=
8.82% 
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=
8.82% (1 - 0.18)  =  7.23%

11- 5.
kps
=
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11- 8.
kcs 
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11- 9.
If the firm pays out 50% of its earnings in dividends, its recent earnings must have been $8 ($4 dividend divided by .5).

Thus, earnings increased from $5 to $8 in 5 years.  Using Appendix C and looking for a table value of .625 ($5/$8), the annual growth rate is approximately 10%.


a.
Cost of internal common funds (kcs):



kcs
=
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=
.1759  =  17.59%


b.
Cost of external common (new common) stock, kncs



kncs
=
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