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About the book

**Unveiling the bedrock principles that sustain the ever-evolving world of
finance, "Foundations of Finance" by John D. Martin serves as both a
compass and gateway for anyone navigating the complex labyrinth of
financial systems.** Within its pages, Martin meticulously dissects the
underpinning concepts and tools that are essential for understanding the
dynamics of financial decision-making. From the strategic intricacies of
corporate policy to the fluctuation of global markets, "Foundations of
Finance" equips readers with not only the knowledge but the confidence to
harness financial theories and apply them in real-world scenarios. Whether
you're an emerging investor, a seasoned academic, or someone intrigued by
the invisible hand guiding economies, this book extends an invitation to
explore finance's fundamental truths and unlock potential opportunities lying

at the crossroads of risk and reward.
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About the author

John D. Martin is a distinguished scholar and author renowned for his
contributions to the field of finance and business education. With a
comprehensive understanding of financial markets, corporate strategies, and
asset valuation, Dr. Martin has dedicated much of his career to exploring the
intricacies of both theoretical and practical aspects of finance. A prolific
figure in academia, he has served as a professor at several prestigious
universities, fostering arobust learning environment for students of finance.
His work, including the esteemed "Foundations of Finance," reflects his
commitment to bridging the gap between complex financial concepts and
accessible, real-world applications. Beyond his writing, Martin is cel ebrated
for his engaging teaching style and his ability to inspire a new generation of
finance professional's, underscoring his influence in both educational and
professional spheres. His academic rigor and passion for the subject have

solidified his position as arespected voice in finance literature.

More Free Book %‘\ R
Scan to ov-vnl


https://ohjcz-alternate.app.link/zWumPVSnuOb

N 4 th(

'
Try Bookey App to read 1000+
summary of world best books
Unlock Titles, Topics
New titles added every week

Brand %— Leadership & Collaboration @ Time Management (=) Relationship & Communication
ness Strategy @ Creativity Public Money & Investing @ Know Yourself {’_’P Positive F
? Entrepreneurship World History C\Q Parent-Child Communication @ Self-care é.i.:\ Mind & Spi

Insights of world best books

THINKING, ATOMIC HABITS
FAST AND SLOW Mastering the art of power, to

have the strength to confront
complicated situations

—

M

HOW TO TALK
TO ANYONE D:,::I).Du

Chiv

N'

&

pn
-

Free Trial with Bookey:



https://ohjcz-alternate.app.link/zWumPVSnuOb

Summary Content List

Chapter 1. 1. An Introduction to the Foundations of Financial Management
Chapter 2: 2. The Financial Markets and Interest Rates

Chapter 3: 3. Understanding Financial Statements and Cash Flows
Chapter 4: Appendix 3A: Free Cash Flows

Chapter 5: 4. Evaluating a Firm’s Financial Performance

Chapter 6: 5. The Time Value of Money

Chapter 7: 6. The Meaning and Measurement of Risk and Return
Chapter 8: 7. The Vauation and Characteristics of Bonds

Chapter 9: 8. The Vauation and Characteristics of Stock

Chapter 10: 9. The Cost of Capital

Chapter 11: 10. Capital-Budgeting Techniques and Practice
Chapter 12: 11. Cash Flows and Other Topicsin Capital Budgeting

Chapter 13: Appendix 11A: The Modified Accelerated Cost Recovery
System

Chapter 14: 12. Determining the Financing Mix

Chapter 15: 13. Dividend Policy and Internal Financing

More Free Book %‘\ R
Scan to ov-vnl


https://ohjcz-alternate.app.link/zWumPVSnuOb

Chapter 16: 14. Short-Term Financial Planning
Chapter 17: 15. Working-Capital Management
Chapter 18: 16. International Business Finance
Chapter 19:

Chapter 20: Review Questions

Chapter 21: Study Problems

Chapter 22: Mini Case

More Free Book %‘\ R
Scan to ov-vnl


https://ohjcz-alternate.app.link/zWumPVSnuOb

Chapter 1 Summary: 1. An Introduction to the
Foundations of Financial Management

Summary of Chapters:
Chapter 26: Apple s Evolution and Financial M anagement

In the 1970s and 1980s, A pple Computer, cofounded by Steve Jobs in 1976,
revolutionized the personal computer industry with the Apple Il and
Macintosh. However, by 1997, Apple struggled with declining Macintosh
users and lacked a clear direction until Steve Jobs returned as CEO. His
leadership led to a significant transformation, as Apple refocused on its core
strengths: creating user-friendly products with optimal trade-offs among
ease of use, complexity, and features. Apple'sinnovation extended beyond
computers to new products like the iPod, iTunes, iMac, MacBook Air, iPod

Touch, and iPhone, all wildly successful in redefining consumer tech.

A key part of Apple's successful product launches was its focus on financial
management—identifying customer needs and making sound financial
decisions to create and maintain economic value. This chapter establishes a
foundation for understanding financial management, with the prime goal

being maximizing shareholder wealth. Important decisions include product
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introductions, asset investments, and managing financial resources.

Chapter 1: Introduction to Financial M anagement

This chapter introduces key concepts foundational to financial management:

1. The Goal of the Firm: The primary goal of any businessisto
maximize shareholder wealth, directly benefitting shareholders and

efficiently allocating scarce resources in competitive markets.

2. Principles of Finance

- Cash Flow IsWhat M atters Focus on actual cash increases over
accounting profits to assess a business's real value.

- Money Hasa Time Value A dollar today is worth more than a dollar
in the future due to its potential earning capacity.

- Risk Requires a Rewar d: Investors require compensation for risk,
determining a balance in potential rewards against risk levels.

- Market Prices Are Generally Right: Stock pricestypically reflect dl
available information and investor assessments of afirm’s future prospects.

- Conflicts of Interest Cause Agency Problems Misalignments

between managers and shareholder goals lead to inefficiencies.
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3. Ethical Finance Trust, ethics, and transparency are crucial in finance

since unethical actions can destroy trust and business rel ationships.

4. The Role of Finance Financeis essential in evaluating investments,
funding decisions, and managing cash flows, affecting all aspects of a
business's operational strategy. As businesses grow, financial functions must

evolve to support organizational objectives.

5. Legal Business Structures Examines forms like sole proprietorships,
partnerships, and corporations, highlighting how corporations dominate due

to their ability to raise capital efficiently.

6. Rise of Multinational Cor porations Global expansion has become
imperative for many U.S. firms due to deregulation, technological
advancements, and the opening of international markets, creating a

landscape where firms must consider global opportunities and competition.

These chapters collectively set afoundational understanding of finance,
emphasizing shareholder wealth maximization, efficient financial
decision-making, and the importance of ethics and global perspectivesin

business management.
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Chapter 2 Summary: 2. The Financial Markets and
Interest Rates

#H Chapter 46 Summary: The Genesis of Google and Understanding
Financial Markets

In 1995, Larry Page and Sergey Brin, two students at Stanford University,
encountered each other with initially mixed feelings. However, their mutual
interest in technology led to their collaboration and eventually birthed
Google. They built their first data center in Larry's dorm from makeshift
hardware. Despite their technological advancements, they struggled
financially, asinterest from established search-engine companies was absent.
With limited funds and maxed-out credit cards, they devised a business plan
to seek investment.

Fortuitously, they met afounder of Sun Microsystems, who was so
impressed with their demo that he wrote a check for $100,000 made out to
Google Inc. This pivotal moment in 1995 marked the formal beginning of
Google Inc. Over the decade, Google became an unconventional
powerhouse, priding itself on its motto "don't be evil" and its eclectic work

culture characterized by free meals, lavalamps, and on-site roller hockey.

By 2004, needing more capital, Google turned to a Dutch auction IPO. This
innovative method invited investors to submit bids, which helped establish a
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fair share price. Google's 2004 1PO was issued at $85 per share, raising
$1.76 billion. Shares soared by 18% on the first day and reached a mid-2005
high of $340, illustrating investor confidence. Google's stock continued to

thrivein the following years.

While Google used equity to raise funds, other tech companies like Apple
and Netflix also tapped into capital markets by issuing corporate bonds,

demonstrating a diverse approach to raising capital.
### Understanding Financial Markets and Interest Rates

This chapter further explains the U.S. financial market system, emphasizing
key components relevant to financing businesses. Businesses fund their
operations through financial markets, raising long-term capital primarily via

bonds and stocks.

L ong-term financial instrumentssuch as bonds and common stocks are
pivotal in capital markets, enabling businesses to access funding for

extended periods. Financial institutions like Bank of America and Goldman
Sachs facilitate these transactions. A thorough understanding of how funds

areraised isvital for emerging business executives specializing in finance.

The chapter highlights that financial markets allocate funds efficiently

within a capitalist economy. They channel money from 'savings-surplus
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units—entities that have more income than expenditures—to 'savings-deficit'

units—those needing more funds than they have.

Three primary methods facilitate this transfer of capital:

1. Direct Transfer of Funds: Firms sell securities directly to savers,

2. Indirect Transfer using an Investment Banker : Investment bankers,
like Morgan Stanley, help companies issue securities, buying and reselling

them to the public at a markup.

3. Indirect Transfer using a Financial Intermediary: Institutions like
mutual funds collect individual savings and invest them into business

securities.

The chapter discusses variously named markets—public vs. private, primary
vs. secondary, and organized vs. over-the-counter—each serving unique

rolesin how securities are sold and traded.

Venturing further, the chapter dissectsinterest rate deter minants
clarifying the composition of anominal interest rate, which factorsin real
risk-free interest rates alongside several risk premiums. Key termsinclude
the inflation premium (compensation for inflationary erosion), default-risk
premium (compensation for the issuer potentially defaulting), and
maturity-risk premium (compensation for interest rate fluctuation risks over

time).
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These insights equip finance professionals with the acumen to navigate
financial markets, enabling effective capital acquisition and investment
decisions. The knowledge of historical and contemporary interest rates
provides a strategic advantage in aligning business financing with prevailing

€economic expectations.
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Chapter 3 Summary: 3. Understanding Financial
Statements and Cash Flows

The given chapter outlines a scenario involving job interviews, specifically
focusing on conducting interviews with Coca-Cola Company. It also
introduces the process and understanding of financial statements, cash flows,
GAAP, and |FRS standards, and examines a hypothetical corporate income

tax computation. Let's summarize the content logically:

1. Job Interviews and Coca-Cola's Position: As a soon-to-be graduate
interested in Coca-Cola's marketing position, the protagonist notes that
Coca-Cola experienced a challenging year in 2014 with net profits
decreasing by 17%, largely due to declines in mature markets and
unpredictable emerging markets. Despite this, Coca-Cola's management
anticipated operational changes and investments to improve profitsin future

years.

2. Learning about Financial Statements To better understand the
Coca-Colafinancial position and prepare for a potential role, the protagonist
delvesinto the importance of financial statements. These documents are
essentially the "language" of business, crucial for analysis by employees,
managers, and investors alike. The chapter emphasizes the importance of
internalizing basic accounting principles, with three primary documents
highlighted:
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- Income Statement: This outlines afirm's profitability by listing sales
and expenses to show net income.

- Balance Sheet: It provides a snapshot of the company's financial
position, listing assets, liabilities, and equity.

- Cash Flow Statement: Demonstrates how cash is generated and used

over time, including operational, investing, and financing activities.

3. Computing and Under standing Financial Metrics The chapter
discusses essential financial concepts such as:

- Earnings Per Share (EPS). Measures the profit available to each
share of stock, offering a per-share earnings perspective.

- Retained Earnings Represents cumulative profits retained for
reinvestment rather than being distributed as dividends.

- Debt Ratios. Expressfinancial leverage by comparing total liabilities
to assets, useful for understanding financial risk.

4. Cash Flows and Operations. Cash is central to sustaining business
operations. The chapter highlights differences between accrual accounting
(profits recorded when earned) and cash basis accounting (profits recorded

when received). It details how cash flows differ from net profits due to credit

sales, inventory purchasing, and non-cash depreciation expenses.

5. GAAP vs. IFRS: The chapter discusses the distinctions between
GAAP, arule-based accounting standard crucial inthe U.S., and IFRS, a
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principle-based international standard. This section forewarns that IFRS
offers more flexibility and discretion, potentially leading to differing
financial portrayals depending on managerial judgments.

6. Corporate Income Taxes The chapter provides a hypothetical
scenario for tax computation. It presents how operating income, capital
gains, and tax rates determine corporate tax obligations, emphasizing the
importance of understanding marginal tax rates as these affect

decision-making regarding additional earnings.

7. Limitations of Financial Statements The final sections caution about
the inherent limitations in financial statements due to managerial discretion
and potential accounting malpractices. It pertains to knowing that financial

statements might not always embody a company's exact financial health.

The chapters integrate practical examples akin to those in other corporate
contexts and an appendix on further cash flow computations. This
comprehensive approach underscores the necessity of grasping accounting
fundamentals for effective financial management and strategic positioning

within the corporate realm.
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Chapter 4: Appendix 3A: Free Cash Flows

Summary of Chapter on Free Cash Flows and Financing Cash Flows

This chapter delves into the concept of free cash flows (FCF) and why it is
crucia for assessing afirm's financial performance. Free Cash Flow
provides a snapshot of how much cash a company can generate after
accounting for capital expenditures. Unlike profits, which are subject to
accounting assumptions, FCF offers a clearer picture of afirm'strue
financial health, alowing executives to make informed decisions about
returning cash to shareholders, repaying debt, or reinvesting in the business.
Jack Welch, former CEO of General Electric, famously valued FCF as a

more reliable measure than profits.

Under standing Free Cash Flows

The chapter defines afirm as a collection of assets that generate cash flow.
After covering operational expenses and investing in working capital or
long-term assets, the remaining cash is what constitutes free cash flows. This
cash can be distributed to creditors or shareholders. To compute FCF, afirm
needs to:

More Free Book %‘\ R
Scan to ov-vnl


https://ohjcz-alternate.app.link/zWumPVSnuOb

1. Calculate After-Tax Cash Flows from Operations Thisinvolves
converting the income statement from an accrual to a cash basis by:
- Adding back depreciation (a non-cash expense) to the operating income.

- Subtracting tax expenses.

2. Determine Changesin Net Operating Working Capital Net operating
working capital is calculated by subtracting non-interest-bearing current
liabilities from total current assets. The change in this capital involves the

bal ance sheet differences between current assets and liabilities.

3. Assess Changesin Long-term Assets Thisincludes changesin gross

fixed assets and other long-term investments.

Anillustrative example using Coca-Cola sfinancia datais provided,

showcasing the detailed steps in computing FCF.

Free Cash Flows Calculation for Coca-Cola:

- After-tax cash flows from operations. $9.557 billion.

- Investments in net operating working capital: $1.934 billion cash outflow.
- Investments in long-term assets: $2.262 billion cash outflow.

- Resulting in a positive free cash flow of $5.361 billion.

Under standing Financing Cash Flows
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Financing cash flows represent the cash transactions between afirm and its
investors, which include both lenders and shareholders. These transactions
can manifest in several ways:

1. Payment of interest to lenders.

2. Payment of dividends to stockholders.

3. Changesin interest-bearing debt (either increase or decrease).

4. |ssuance or repurchase of stock.

For Coca-Cola, financing cash flows calculation reveals:
- Payments made to lenders and shareholders.
- Changes in both short-term and long-term interest-bearing debit.

- Common stock transactions, including issuance and repurchase.

The coherence between Coca-Cola s free cash flows and financing cash
flowsis emphasized. Positive FCFs equate to the amount distributed to
investors, while negative FCFs suggest a need for infusion from investors.
Practical Application

The chapter concludes with exercises that provide hands-on experiencein

calculating and interpreting both free cash flows and financing cash flows.

Dlgrid

More Free Book R
[0
Scan to Download



https://ohjcz-alternate.app.link/zWumPVSnuOb

Using the provided financial statements of companies like Maness
Corporation and Pamplin Inc., readers are tasked with computing these cash
flows and analyzing the company's financial decisions. Through such

practice, the learners can visualize how companies manage their finances
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Chapter 5 Summary: 4. Evaluating a Firm’s Financial
Performance

Chapter Summary: Evaluating a Firm's Financial Performance

I ntroduction

Following an offer to join Coca-Cola's marketing team, a deep dive into
Coca-Colasfinancia health isessential. Thisinvolves not only reviewing
their financial statements but also interpreting and comparing them with
Pepsi Co, a key competitor. This chapter extends from previous discussions,
especialy Chapter 3, to teach how financial analysis utilizes ratios to
evaluate a company, addressing questions that matter to shareholders,

lenders, and managers.
Purpose of Financial Analysis

The core aim isto enhance shareholder value, surpassing mere reliance on
accounting figures like earnings. Market values give a better
decision-making guide, but in their absence, accounting data serves our
needs. Financial analysis plays two roles: reviewing historical performance
and aiding future projections to improve financial strength. Ratios make

comparisons meaningful, applicable across entities of varying sizes or time
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periods.

Chapter Learning Objectives

1. Purpose & Importance of Financial Analysis Understand financial
anaysis beyond the surface, focusing on shareholder value rather than just
accounting figures.

2. Financial M easurementsand Their Use Learn to use comprehensive
tools like ratios to evaluate performance.

3. Limitations of Financial Analysis. Recognize constraintsin financial

ratios to ensure accurate interpretations.
Analyzing Financial Performance through Ratios
1. Liquidity Assessment:
- Basic measures include the Current Ratio and Acid-test Ratio, focusing
on afirm's ability to meet short-term obligations.
- It considers the pace of converting accounts receivable and inventories
into cash (Daysin Receivables & Inventory Turnover).

2. Profitability & Asset Use

- Evaluate how well managers generate profits using Operating Return on
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Assets (OROA), Operating Profit Margin, and Total Asset Turnover.
- Decompose asset use into categories. Accounts Receivable Turnover,
Inventory Turnover, and Fixed Asset Turnover to find operational

bottlenecks.

3. Financial Structure

- Assess the firm’s debt levels with the Debt Ratio and financial risk with
Times Interest Earned.

- An optimal debt structure balances benefits of leveraging returns against
risks of increased obligations.

4. Return to Shareholders

- Calculate Return on Equity (ROE) to gauge if shareholders reap adequate

returns. Leverage impacts ROE, enhancing returns if managed wisely.

5. Creating Shareholder Value

- Compare market perceptions using Price/Earnings (P/E) and Price/Book
Ratios.
- Implement Economic Value Added (EVA) to measure actual value

creation beyond accounting conventions.
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Industry Trends & Market Position

Understanding industry dynamics, such as fluctuations in the soft drink
market due to changing consumer preferences, provides context. For
example, Coca-Cola' s strategy to diversify into healthier beverages reflects
both a response to these trends and potential future challenges, as discussed

by analysts like Lara O’ Reilly.

Limitations of Financial Ratios

While ratios standardize comparisons, they may mislead due to differing
accounting practices, industry variations, or temporal factors. Careful

judgment and context consideration are vital for accurate assessments.

Practical Application: An in-depth financial analysis of entities like
Disney illustrates practical applications—nhighlighting strategic strengths

and areas for managerial focus.

Conclusion

Financial analysis provides insightful managerial toolsif used judicioudly,

bearing in mind its limitations and the dynamic context within which

companies like Coca-Cola and Pepsi Co operate.



Section Details

Explains the need for analyzing Coca-Cola's financial health amidst
Introduction joining its marketing team, specifically comparing it to PepsiCo using
financial statements and ratios.

Purpose of Aims to improve shareholder value and aid in decision-making
Financial through historical performance review and future projections,
Analysis emphasizing ratios for comparability.

Understand the comprehensive purpose of financial

Chapter analysis.
Learning Learn to use financial ratios for performance evaluation.
Objectives Recognize limitations of financial analysis for accurate

interpretations.

Liquidity Assessment: Current Ratio, Acid-test Ratio,
Days in Receivables, Inventory Turnover.

Profitability & Asset Use: Operating Return on Assets
(OROA), Operating Profit Margin, Total Asset Turnover, Accounts
Receivable Turnover, Inventory Turnover, Fixed Asset Turnover.
Analyzing
Financial
Performance Financial Structure: Debt Ratio, Times Interest Earned.
through Ratios

Return to Shareholders: Return on Equity (ROE),
leverage effects.

Creating Shareholder Value: Price/Earnings (P/E),
Price/Book Ratios, Economic Value Added (EVA).
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Section Details

Industry
Trends & Examines industry fluctuations, consumer preferences, and strategic
Market responses such as Coca-Cola diversifying into healthier beverages.
Position
Limitations of Highlights that while financial ratios provide standardization, they can
Financial be misleading due to varying accounting practices or industry
Ratios conditions.
Practical lllustrates practical implementation through analysis of companies like
Application Disney, focusing on strategic strengths and managerial insights.

: Stresses the utility and constraints of financial analysis as managerial
Conclusion

tools, emphasizing the need for context and careful judgment.
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Chapter 6 Summary: 5. The Time Value of Money

Chapter 5 of thistext provides a comprehensive exploration of the concept
of the time value of money, a fundamental principle in finance that asserts a
dollar today is worth more than adollar received in the future due to its
potential earning capacity. This chapter delves into the mechanics of
compounding and discounting, which are integral to understanding how

money grows over time or how future cash flows are valued in the present.

The concept of compound interest is critical, as it highlights how interest
earned on an initial sum or principal can also earn interest over time,
significantly increasing the future value of an investment. This principleis
illustrated through examples, such as the story of Benjamin Franklin's
legacy and the exponential growth of grains of wheat on a chessboard.

L earning to calculate the future value of an investment involves
understanding the formula FvVn = PV (1 + r)*n, where PV isthe present

value, r istheinterest rate, and n is the number of periods.

Annuities represent another key area of focus. An annuity is described as a
series of equal payments made at regular intervals. The chapter distinguishes
between ordinary annuities, where payments occur at the end of each period,
and annuities due, where they are made at the beginning. Understanding
annuities involves calculating their future or present value using modified

formulas to account for periodic payments.
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Amortized loans, commonly used for mortgages and other long-term debts,
are also covered. These loans require equal payments comprising both
principal and interest, with the interest component decreasing over time as

the outstanding principal is reduced.

The chapter introduces financial tools for handling interest rates
compounded at intervals other than annually, such as monthly or quarterly.
Thisiswhere the concepts of the annual percentage rate (APR) and the
effective annual rate (EAR) become important, as they allow for afair
comparison of different financial products by reflecting the impact of

compounding frequency.

Additionally, the text explains the valuation of uneven cash flows, enabling
the calculation of present values for streams of income that vary over time,
and introduces perpetuities, atype of annuity that pays a constant sum
indefinitely.

In summary, Chapter 5 equips readers with the skills necessary to assess the
value of future cash flows and investments, aiding in financia
decision-making across personal and business contexts. These concepts are
instrumental in evaluating investment proposals, managing loans, and
planning for future financial needs, such as retirement or large purchases, by

understanding how to trandlate future sums into present-day values and vice

Dlgrid

More Free Book R
[0
Scan to Download



https://ohjcz-alternate.app.link/zWumPVSnuOb

versa

More Free Book %\ s e
Scan to ov-vnl


https://ohjcz-alternate.app.link/zWumPVSnuOb

Chapter 7 Summary: 6. The M eaning and M easur ement
of Risk and Return

In Chapter 6, we delve into the intricate relationship between risk and
returns in the financial world, a key concept for investors. The chapter is

built around five core learning objectives:

1. Expected Return: We begin by defining the expected rate of return on

an investment, which considers potential future benefits, typically measured
by cash flows, not just accounting profits. For instance, we calculate
historical returns, exemplified by a scenario analysis of Googl€e's stock over

aweek, illustrating the investment's potential holding-period return.

2. Risk M easurement: Risk, synonymous with potential variability in
future cash flows, is quantitatively assessed using standard deviation. This
section elaborates on how risk isinherent in investments, using the examples
of U.S. Treasury bonds (low risk) versus alocal publishing company stock
(high risk) to demonstrate the variability and dispersion of returns as an

indicator of investment risk.

3. Historical Risk-Return Relationship: By examining nearly a century
of financial data, we uncover the correlation between risk and returns across
different asset classes, from Treasury bills to small-company stocks. This

historical perspective revealsthat only common stocks have outperformed
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inflation in the long term, though they carry substantial risk, evident from

significant volatility and standard deviation measures.

4. Diver sification: This critical investment strategy involves spreading
Investments across various assets to mitigate risk. We discuss how
diversification can reduce unsystematic risk, which is unique to individual
stocks, while systematic risk, influenced by market-wide factors, remains.
The chapter uses real-world examples to graphically depict how holding a

mix of stocks and bonds can stabilize returns over different holding periods.

5. Investor's Required Rate of Return: We explore how the required

rate of return reflects an investor’ s opportunity cost and willingness to
assume risk, incorporating the risk-free rate (typically Treasury bill rates)
and arisk premium. The Capital Asset Pricing Model (CAPM) isintroduced
as atool to estimate required returns based on an asset’ s beta, which

measures its systematic risk relative to the market.

In essence, the chapter underscores the principle that higher returns usually
necessitate higher risks, which investors can manage through strategic asset
alocation and diversification. By understanding these dynamics, investors
can better navigate the complex landscape of financial markets, tailoring

their portfolios to balance risk and achieve desired returns.
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Critical Thinking

Key Point: Diversification

Critical Interpretation: Incorporating diversification into your financial
strategy is atransformative step that can inspire a more balanced
approach not just in investment but across various facets of life. Just
as diversifying a portfolio mitigates risk and enhances stability by
spreading investments across various assets, embracing variety in your
daily activities, relationships, and pursuits can fortify your life's
journey against unforeseen challenges. This principle encourages a
mindset where experiences and interests are spread across different
domains, ensuring that setbacks in one area are balanced by growth
and stability in others. By valuing diversity and incorporating a range
of experiences, you build aresilient foundation that promotes personal

growth, resilience, and fulfillment.
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Chapter 8: 7. The Valuation and Characteristics of Bonds

### Summary of Chapter 7: The Vauation and Characteristics of Bonds
| ntroduction to Bond Valuation

On April 23, 2015, The Wall Street Journal reported that AT& T looked to
the bond market to finance its acquisition of DirecTV, issuing $17.5 billion
in bonds. This was a strategic move to capitalize on low interest rates before
anticipated Federal Reserve rate hikes. Bonds are along-term debt
Instrument that companies often use for financing, especially when interest
rates are low. For example, some of AT& T’ s bonds offered just a 3.4%

interest rate, reflecting the favorable borrowing conditions at the time.
Under standing Bonds

Bonds are essentially promissory notes issued by borrowers, promising to
pay afixed interest rate over time and the bond's face value at maturity.

Different types of bonds cater to different needs and risk profiles, including:

- Debentures and Subordinated Debentures: Unsecured bonds reliant on
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the issuer’ s creditworthiness.

- Mortgage Bonds: Secured by the issuer’ s real property, offering

greater security.

- Eurobonds: Issued in a currency different from the issuing country’s
currency, offering regulatory and interest rate advantages.

- Convertible Bonds: Offer flexibility to convert into company stock
under certain conditions, potentially offering higher returnsif the company

performs well.

Key Bond Characteristics

When valuing bonds, several key characteristics should be considered:

- Claims on Assets and Income: Bondholders are prioritized over
shareholders in insolvency scenarios.

- Par Value and Coupon Rate: The bond' s face value and annual interest
payments influence its cash flows.

- Maturity and Call Provisions. Dictate the bond’ s duration and the
issuer’ s ability to pay off the bond early.

- Indenture and Bond Ratings. Legal terms and creditworthiness that

protect bondholders’ interests and influence required return rates.

Defining and Deter mining Value
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Vauein finance refers to the present value of expected future cash flows. An

asset’sintrinsic value is determined by:

1. Expected cash flows.
2. Riskiness of these cash flows.
3. Theinvestor’srequired rate of return, which compensates for risk and acts

as the discount rate.

Bond Valuation Process

The bond valuation process involves calculating the present value of its

expected future cash flows. Thisrequires:

1. Estimating the amount and timing of expected cash flows.
2. Determining the required rate of return.
3. Calculating the intrinsic value as the present value of expected future

payments.

When bonds pay interest semiannually, the valuation formula adjusts to

reflect more frequent payments and compounding.
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Chapter 9 Summary: 8. The Valuation and
Characteristics of Stock

Summary of Chapters. Valuation and Characteristics of Stock

Background and Context

In 1997, Reed Hastings and Marc Randolph founded Netflix, a company that
has become deeply ingrained in the fabric of American media. Initialy
offering online movie rentals, Netflix has grown into a colossal success
story, navigating the dynamic landscape of the stock market with some
fluctuations. Its journey, symbolized by its stock performance, offers
insights into the complex world of stock valuation, which is central to this

chapter's discussion.
Valuation Overview

The fundamental focus of this chapter is the valuation of stocks, both
preferred and common, emphasizing the role of financial managersin
maximizing stock value. Understanding stock valuation is vital for making
informed capital investment decisions, which are expanded upon in the

subsequent chapter.
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Preferred Stock Characteristics and Valuation

Preferred stock is a unique financial instrument that blends elements of both
common stock and bonds. Key aspects include itslack of maturity, fixed
dividends, and non-bankruptcy risk for unpaid dividends. Investors are
drawn to its fixed income-like features but must be aware of provisions that
protect their interests, such as cumulative dividends and convertibility

options.

Valuing preferred stock involves calculating the present value of its fixed
dividend stream, typically using the formula: \( V_{ps} = \frac{D}{r {ps}}
\), where\( D \) isthe annual dividend and \( r_{ps} \) isthe required rate of

return.
Common Stock Characteristics and Valuation

Common stockholders hold ownership of a corporation, benefitting from
potential unlimited returns through dividends and stock price appreciation.
They possess limited liability, meaning their loss is capped at their
investment amount. Voting rights, often exercised via proxies, and
preemptive rights to maintain share ownership proportions are notable

features.

Common stock valuation differsin complexity due to variable dividends
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driven by earnings growth. Key to this valuation is the anticipated growth
rate, influenced by the company's profits reinvestment strategy, described by
the growth rate equation \( g = \text{ ROE} \times \text{ profit-retention rate}
\). The chapter covers various dividend growth models, particularly the
Gordon Growth Model: \( V_{cs} =\frac{D_1}{r {cs} - g} \), crucial for

estimating intrinsic stock value under growth assumptions.

Expected Rate of Return

Investors evaluate both preferred and common stocks by calculating the
expected rate of return, aligning current stock prices with anticipated future
returns. For preferred stock, thisinvolves evaluating the dividend yield
against market prices. For common stock, it integrates expected dividend
yields and growth rates, representing both income and capital gains

potential.

Financial Decison M aking

Throughout, the chapter stresses the significance of associating stock
purchases with required rates of return, where expected returns meet

personal investment criteria and risk assessments.

Practice and Applications
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Study problems and a mini case at the chapter's conclusion reinforce these
concepts, challenging readers to apply valuation principles to real-world

scenarios, including interest rate impacts and strategic financing decisions.

This chapter is crucial for students and professionals seeking to understand
the nuances of stock valuation, highlighting the interplay between market
forces, financia strategies, and valuation techniques. It provides essential
tools and methodol ogies befitting anyone tasked with financial

decision-making or investment management.
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Critical Thinking

Key Point: Valuing Preferred Stock

Critical Interpretation: Understanding the valuation of preferred stock
can inspire you to pursue financia stability with a balanced approach.
Just as preferred stock harmoniously blends the qualities of common
stocks and bonds, with its fixed dividends offering a steady income
similar to bonds and its equity-like features, you can seek to combine
stability with growth in your personal and financial life. By applying
the formulafor valuation—\( V_{ps} = \frac{D}{r {ps}} \)— you
adopt a mindset of long-term strategic planning, focusing on stable but
aspirational goals. This approach encourages you to balance your risk
and reward, drawing inspiration from the best of both financial worlds

and integrating this wisdom into your life and investment decisions.
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Chapter 10 Summary: 9. The Cost of Capital

Chapter Summary: Understanding the Cost of Capital

In 2014, ExxonMobil achieved a profit of $11.3 billion, more than double its
earnings for the same period in 2008. This outcome raises the question of
whether the company effectively generated value for its shareholders. The
answer depends not solely on profit levels but also on factors such as the
capital invested to produce the earnings and the risk associated with the
firm’sinvestments. The critical measure here is whether the company's
return on itsinvested capital exceeds the required market return—its cost of
capital.

Key Concepts and Definitions:

1. Cost of Capital: Thisisacompany's weighted average expected rate of
return, blending the costs of debt, preferred stock, and common equity. It
includes balancing the risk and return requirements of investors.

2. Opportunity Cost: The cost defined in terms of the next best alternative
foregone when an investment choice is made, essentially representing the
rate of return that could be earned by investing elsewhere.

3. Weighted Average Cost of Capital (WACC): Calculating the WACC
involves determining the after-tax cost of debt capital and incorporating the

weighted costs of equity capital—both preferred and common stock.
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Notably, the cost of debt is adjusted for tax effects due to interest expense
being tax-deductible.

Application in Investment Evaluation:

The WACC serves as a benchmark for evaluating investment opportunities.
For investments to be justified, they must offer returns that surpass this
benchmark. When ExxonMobil considers exploration projects, like thosein
Nigeria, or investmentsin regional facilities, like those in Southeast Asia,

they use this blended rate as the minimum acceptable rate of return.

Methodologies for Calculating Components:

1. Debt: The cost is determined using yield to maturity of bonds, adjusted
for taxes.

2. Preferred Stock: Calculated by dividing dividend payments by net
proceeds from stock issuance.

3. Common Equity: Estimated using models like the Dividend Growth
Model or the Capital Asset Pricing Model (CAPM), factoring in growth

expectations and market risks.

Strategy and Policy:

It's crucial to understand the mix of debt and equity afirm uses—its
financial policy—and how it affects WACC. A fixed financial policy with
target proportions helps maintain consistency despite annual fluctuationsin

capital-raising methods.
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Divisional Costs of Capital:

For firms with diversified operations such as ExxonMobil, where each
division has unique risk profiles, using divisional WACCs rather than a
single corporate-wide rate provides a more refined analysis. This method
aligns the measurement of investment risk and return more closely with

individual projects characteristics.

Conclusion:

Understanding and calculating the cost of capital accurately is fundamental
for firms to make informed investment decisions that align with shareholder
value creation. The methodol ogies and considerations presented help in
evaluating whether the investments undertaken by divisions or financial

instruments are financially viable and strategically sound.
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Critical Thinking

Key Point: Understanding the Cost of Capital

Critical Interpretation: Recognizing your personal 'cost of capital'—in
terms of the time, effort, and resources you are willing to invest—can
be transformative in your life. Just like afirm, evaluating whether
your 'returns’ on these investments exceed what life expects of you is
crucial for persona growth and satisfaction. Understanding this
balance helps you choose the opportunities that genuinely enhance
your value and ensures that your life's ventures are as fruitful as
possible. Whether advancing your career, pursuing education, or
embarking on personal projects, aligning your 'cost' and 'return’
perspective taps into informed decision-making that mirrors strategic

corporate investments.
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Chapter 11 Summary: 10. Capital-Budgeting Techniques
and Practice

The chapter begins with a historical perspective on the Walt Disney
Company's strategy in theme parks, starting from the inception of
Disneyland in 1955. Disney’ s venture into international markets with Hong
Kong Disneyland in 2005 aimed to tap into the Chinese market, leveraging a
significant investment from the Hong Kong government. Despite high
expectations, the park struggled initially, facing competition from knockoff
rides and not turning a profit until 2013. This context sets the stage for
Disney’ s subsequent attempt to penetrate further into China with Shanghai
Disney Resort, targeted for opening in 2015, reflecting lessons learned from

the Hong Kong experience.

The discussion transitions into capital budgeting, the process of deciding on
investments in fixed assets to ensure a company's growth and sustainability.
This process underpins Disney's strategic decisions, contrasting the fortunes
of Hong Kong Disneyland and the anticipated success of Shanghai Disney
Resort. The narrative weaves the implications of capital budgeting on
Disney’ s future, tying back to the importance of market understanding and

strategic execution in international expansions.

In the technical segment, the chapter delves into capital budgeting

techniques, focusing on evaluating investment opportunities. It highlights
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the difficulty of finding profitable projects in competitive markets and the
significance of internal and external idea generation. Capital budgeting
involves key criteria: payback period, net present value (NPV), profitability
index (Pl), and internal rate of return (IRR). Each criterion offers a
methodol ogy to assess potential investments, noting the challengesin
incorporating risk or the complexity of decision-making when capital

resources are limited due to capital rationing.

The chapter further explores the problems that arise when choosing among
mutually exclusive projects. These issues include size and time disparities
and unequal project lives, emphasizing techniques like replacement chains
and equivalent annual annuities (EAA) to address these disparities. Through
these methods, decision-makers can more accurately assess the comparative
merits of investment opportunities, ultimately aimed at maximizing
shareholder wealth.

Finally, ethical considerations in financial management, like decision
transparency, legal adherence, and fair stakeholder treatment, underscore the
broader context in which these capital budgeting decisions occur. The
narrative ties back to Disney’ s strategic considerations, juxtaposing their
expansion endeavors with the rigorous financial principles outlined,
illustrating the vital role of thoughtful, ethical capital budgeting in the
broader business strategy.
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Chapter 12: 11. Cash Flows and Other Topicsin Capital
Budgeting

Chapter 11 of the source book delves into the intricacies of capital
budgeting, with a prime focus on cash flows, investment analysis, and risk
assessment. The chapter begins by looking at Toyota's pivotal decision in
2001 to introduce the Prius, an innovative gas-electric hybrid car. Though
initially perceived as a niche product, the Prius exemplifies a successful case
of capital budgeting, ultimately capturing two-thirds of the hybrid market by
2015. This example highlights how Toyota s substantial upfront investment
and strategic foresight into future technology laid the groundwork for their
market leadership.

The chapter shifts to the technical aspects of capital budgeting, emphasizing
the importance of evaluating projects based on free cash flows rather than
accounting profits, considering factors like the timing of cash flows and the
treatment of capital expenses. It describes the necessity of analyzing only

incremental cash flows to assess a project's true impact on the firm.

The text also discusses potential pitfalls, such as cannibalization of existing
products and the significance of evaluating incidental or synergistic effects,
asillustrated by Apple's launch of the iPad. Companies must also account
for changes in working capital, recognize the irrelevance of sunk costs,

consider opportunity costs, and scrutinize overhead costs to ensure they are
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genuinely incremental.

When calculating a project's free cash flows, the evaluation generally
involves three primary components: the initial outlay, annual free cash flows
over the project'slife, and the terminal cash flow. Various examples,
including an exercise with Press-on Abs, illustrate the practical application

of these concepts.

Furthermore, the chapter explores the importance of options or flexibility in
capital budgeting decisions. Real-life examples underscore scenarios where
options to delay, expand, or abandon projects based on future uncertainties

can add substantial value to investment decisions. For instance, Toyota and

Honda endured initial losses on hybrid cars, expecting long-term

technological and market benefits.

Risk management in capital budgeting is another focal point. The chapter
outlines different risk perspectives, from project-standing-alone risk to
systematic risk, offering insights into addressing these through risk-adjusted
discount rates and ssimulations. Tools like scenario and sensitivity analyses
help decision-makers understand a project's risk profile and potential

variability.

Finaly, the chapter offers a comprehensive view of how afirm like Disney

navigates capital budgeting complexities, using its "Frozen"-themed
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attraction as a case study. By evaluating the risk of cannibalization and
synergistic effects, Disney illustrates the sophisticated analysis required in
capital budgeting decisions.

In summary, Chapter 11 provides arobust framework for measuring and
managing cash flows, evaluating investment projects, and incorporating risk

Into capital budgeting decisions, exemplified through real-world corporate
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Chapter 13 Summary: Appendix 11A: The Modified
Accelerated Cost Recovery System

In the context of capital investment, accounting for the depreciation of assets
iscrucial for understanding afirm's financial position and tax obligations.
Traditionally, straight-line depreciation, which spreads the depreciable value
of an asset evenly over its useful life, is used for simplification in textbooks.
However, for tax purposes, firms often employ the Modified Accelerated
Cost Recovery System (MACRYS), implemented since 1987. MACRS isa
more complex system that accel erates depreciation rates to provide tax
benefitsin the early years of an asset's life. This approach uses an asset
depreciation range (ADR) system that classifies assets by type and industry

to determine their depreciation life span.

Under MACRS, there are two key averaging conventions that define how
depreciation is applied:

1. Half-Year Conventiont This appliesto personal property, like
machinery, which assumes the asset is placed in service or retired at the
mid-point of the fiscal year. Therefore, a half-year's depreciation is allowed
in both the acquisition and disposal years. For a 3-year asset, depreciation
spans over 4 years, with only half the depreciation accounted for in the first

and last years.
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2. Midmonth Convention: Applied to real property such as buildings,

this convention presumes assets are placed or removed from service in the
middle of the month, allowing for a half-month depreciation both at the start
and end of the asset period.

The MACRS results in different annual depreciation rates specified in Table
11A-1 for various property classes, such as 3-year, 5-year, up to 20-year
assets.

For instance, if an equipment with a cost of $12,000 is assigned to a 5-year
class, MACRS allows specific annual depreciation percentages, which
finance professionals must apply to gauge tax liabilities accurately. This
method results in higher depreciation expensesin the initial years, reducing
taxable income and thereby taxes in those years—key during periods when
present value is greatest. Over time, the pattern reverses with lower
depreciation and higher taxes, capitalizing on the fact that the present value

of future taxesis less impactful.

Businesses typically maintain dual accounting records: one using MACRS
for tax calculations, and another using straight-line depreciation for
reporting to stockholders. From a capital budgeting perspective, only the

tax-cal cul ation records pertain.

A typical MACRS calculation involves summing depreciation percentages

Dlgrid

More Free Book R
[0
Scan to Download



https://ohjcz-alternate.app.link/zWumPVSnuOb

(for instance, for a 5-year class. 20%, 32%, 19.2%, etc.) to offset taxable
income as demonstrated in Table 11A-2. The calculated depreciation informs
the firm's financial and strategic planning, underscoring itsimportance in
economic decision-making. Additionally, exercises like Study Problems
11A-1 and 11A-2 encourage deeper engagement with the MACRS

calculations and interpretations.
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Chapter 14 Summary: 12. Determining the Financing
Mix

Chapter Summary:

Under standing the Financing Mix:

The chapter begins by examining why major corporations, like AT& T and
Heineken, issue corporate bonds instead of common or preferred stock to
raise capital. The focus is on the motivations behind choosing bonds as a
financing tool and the implications of such decisions within a company's

overall strategy for securing funds to support investment plans.

Internal vs. External Fundraising:

When afirm has insufficient earnings to reinvest for growth, it must turn to
external capital markets for funds. Historically, thisinvolved issuing stocks
or bonds with the aid of investment bankers. However, the rise of private

equity firms now provides an additional avenue for securing external capital.

Valuation and Cost of Capital:
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This chapter connects firm asset valuation and capital structure to the cost of
capital, illustrating how the right financing mix can influence both project
evaluation processes and overall financial health. It underscores the impact
that afirm’sfinancial decisions have on its earnings variability, which, in

turn, directly affects shareholder interest.

Businessvs. Financial Risk:

Key concepts include business risk, which isinherent in the firm's
operational lines, and financial risk, associated with debt leverage. Business
risk involves fluctuating revenues due to industry volatility, whereas
financial risk stems from the firm’s obligations to fixed returns on finance

sources like debt.

Toolsof Analysis.

Break-even analysisis acrucial tool highlighted for assessing operating risk,
assisting firms in determining output levels necessary to cover fixed costs

without financial losses. The analysis extends to exploring the nuances of

financial structure and capital measurement, emphasizing the balance sheet's
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influence on financial structure—especially the proportions of debt and

equity.

L ever age Effects:

The chapter differentiates between operating and financial leverage,
stressing their combined potential to amplify earnings fluctuations. An
understanding of these leverage factors aids in the strategic planning of
capital investments, helping to mitigate risks associated with excessive debt

use.
Capital Structure Theories:

Two main theories are discussed: the independence hypothesis, which
suggests capital structure has no impact on firm value, and the moderate
position, which recognizes tax benefits from debt interest deductibility and

the inherent risks of financial distress due to high debt levels.

Managerial |mplications:

The practical implications for managers include balancing tax benefits with
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potential distress costs to find an optimal capital structure. Real-world
examples show variations in debt and equity mixes, aligning with industry

norms and strategic goals to ensure shareholder value is maximized.

EBIT-EPS Analysis.

Finally, the EBIT-EPS analysis tool helps managers visualize the impact of
different financing choices on earnings per share, providing a clear view of
the potential risks and rewards associated with varying levels of financial

leverage.

The chapter concludes by recognizing that capital structure design is both an
art and a science, guided by industry norms, managerial judgment, and the

diverse factors influencing a firm's finance decisions.
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Chapter 15 Summary: 13. Dividend Policy and Internal
Financing

### Chapter Summary: Dividend Policy and Internal Financing

In March 2012, technology giant Apple announced a significant fiscal
strategy: paying a $2.65 fourth-quarter cash dividend and repurchasing $140
billion of its shares, amounting to a combined distribution of $200 billion.
This move marked Appl€' s return to paying dividends after halting them in
1995 due to a bleak business outlook. By 2011, Apple had amassed
substantial cash reserves, assuring investors of the sustainability of such
payouts without jeopardizing financial health. Apple' s case servesas an
exemplary lesson in understanding the dynamics of dividend policy within
corporate finance, contrasting with companies like Google, which did not
distribute cash despite significant earnings, because investors anticipated

future distributions akin to Apple's, which drive stock valuation.

The pivotal inquiry for investors revolves around the significance of afirm’s
cash distributions. These distributions symbolize the return on investment to
shareholders, evidencing the value generated by the company. However, the
choice between paying dividends and repurchasing shares forms a strategic

decision in optimizing shareholder value.
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### Learning Objectives and Key Terms

1. Trade-off Between Paying Dividends and Retaining Profits The
dilemma of whether to distribute earnings as dividends or to reinvest them
impacts afirm's reliance on external equity financing versus using internally
generated funds.

2. Impact of Dividend Policy on Stock Price Through concepts such as
the dividend payout ratio, the trade-offs between large dividends and
reinvested profits can influence stock valuation.

3. Constraints and Policies on Dividend Payment: Legal restrictions,
liquidity constraints, and earnings predictability guide afirm’s dividend
strategy, often categorized into constant payout ratios, stable dividends, or

small regular dividends with year-end extras.

### Theories and Practices in Dividend Payment

The analysis of dividend policy spans three schools of thought:

- Irrelevance Theory: Suggests dividend policy doesn’t affect stock value
If the firm's investment decisions are optimal and markets are perfect.

- Preference for High Dividends Claimsinvestors prefer dividends over
uncertain capital gains, known as the "bird-in-the-hand" theory.

- Tax and Cost Consider ations Highlights the tax advantages of capital
gains over dividends and how they might lead to higher stock prices for

firmswith low dividend payouts.

### Dividend Policy in Practice
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- Legal and liquidity constraints, alongside management’s aim to maintain
ownership control, play significant rolesin determining the feasibility and
scale of dividend payments.

- Typical Palicies. Include constant payout ratios, stable dividends per
share, or small regular dividends supplemented by special year-end extras,

catering to firm stability and investor expectations.

#H# Stock Dividends and Stock Splits

Stock dividends entail issuing additional shares, while stock splits divide
existing shares into more units. Both actions increase the share count
without altering intrinsic value, often intended to keep shares within an ideal

trading range.

#H# Stock Repurchases

Firmsincreasingly opt for stock buybacks as an alternative to cash
dividends, providing tax advantages and potential increasesin EPS (earnings
per share). The strategic decision can serve various purposes:

- Providing internal investment opportunities

- Altering capital structure

- Avoiding shareholder dilution

Methods for buybacks include open market purchases, tender offers, and

negotiated purchases from major shareholders.

## Conclusion
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A comprehensive understanding of dividend policy reveals complex

i nteractions among investment opportunities, tax implications, and market
expectations. Financial managers must navigate these intricacies to devise
strategies that maximize shareholder wealth while ensuring firm liquidity
and stability.
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Chapter 16: 14. Short-Term Financial Planning

The text provided appears to be an excerpt from afinance textbook about
forecasting methods, focusing on financial forecasting, specifically the
percent of sales method, its limitations, and constructing and utilizing a cash

budget. Below is a summary of the chapters provided:

#H Chapter Summary: Financial Forecasting and Cash Budgeting

L ear ning Objectives

1. Percent of Sales M ethod: Understand how to use the percent of sales
method to forecast a company’ s future financing requirements. This
involves estimating future expenses, assets, or liabilities as a percentage of

projected sales, which givesinsight into potential financing needs.

2. Limitations. Recognize the limitations of this forecasting method. It
assumes a linear relationship between sales and other financial variables and
may not account for fixed costs, economies of scale, or thresnolds where

costs don't rise proportionately with sales increases.
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3. Cash Budgeting: Gain skillsin preparing cash budgets to evaluate
both the amount and timing of a company’ s financing needs. Cash budgets
detail expected cash receipts and payments, helping firms manage liquidity

and plan for financing needs.

I ntr oduction to Financial Forecasting

- Forecasting future financial conditionsis crucia despite the inherent
difficulty in predicting future variables like fuel costs, which can
significantly affect a company like UPS.

- Even when forecasts are not perfectly accurate, they serve the purpose of

creating contingency plans to navigate uncertainty better.

Role of Financial Plan Components

1. Pro Forma Financial Statements Tools like the income statement and
balance sheet, created from forecasts, aid in analyzing a firm’' s financia
condition and financing needs, serving as benchmarks against actual results.
The historical volatility in oil prices highlights the importance of flexibility

in planning.

Stepsin Financial Forecasting
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1. Sales Forecast: Central to forecasting, it combines historical trends

and future anticipations (e.g., new campaigns or pricing changes).

2. Percent of Sales Method: This approach uses ratios from historical
data to project future financial positions. For example, a $1 increase in sales
might necessitate a $0.40 increase in fixed assets if the company lacks spare

capacity to support sales growth.
3. DFN and EFN: Discretionary (DFN) and external (EFN) financing

needs quantify funding shortages, adjusting for spontaneous financing

sources like trade credit and retained earnings.

Analyzing Financial Needs

- By studying DFN relative to sales growth and profitability, firms can

understand the sensitivity of their financing requirements to changesin key

business metrics.

Limitations of Percent of Sales M ethod
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- The model assumes proportional asset and liability increases with sales,
which may not account for factors like fixed costs (non-variable) or the

requirement of bulky (lumpy) investments.

Cash Budget Construction

- Cash Budget: Includes forecasts of cash receipts and disbursements,
and is critical for identifying cash flow shortages and surpluses. It informs

decisions about when to raise funds or manage excess cash effectively.

- Budget Utility: Beyond predicting financing needs, budgets help
monitor performance and serve as a control mechanism against actual

outcomes.

The material underlines the significance of process over precisionin
planning, emphasizing flexibility and adjustment as real-world conditions
fluctuate, alongside recognizing the inherent limitations of forecasting

models in complex business environments.

This summary attempts to consolidate the learning objectives, chapter

coverage, and practical examples while providing context and continuity,
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Chapter 17 Summary: 15. Working-Capital Management

Chapter 15 Summary: Managing Current Assetsand Liabilities

In Chapter 15, we delve into the intricate dynamics of managing working
capital, acritical component for any business aiming to balance risk and
return effectively. This chapter focuses on the elements that make up afirm's
current assets and liabilities, and presents strategies to optimize them. Below

Is a consolidated summary of the key concepts:
1. Risk—Return Trade-off in Working Capital M anagement

- LO1 Key Insight: Businesses must strategize their investment in
working capital by weighing liquidity against potential returns. Holding
substantial current assets can decrease liquidity risk, enhancing stability but
may lower overall returns. Conversely, reliance on short-term liabilities

could increase risk but offer higher returns.
2. Determinants of Net Working Capital:
- LO2 Key Insight: Net working capital—cal culated as current assets

minus current liabilities—is influenced by afirm’s asset needs and

financing sources. Strategic balance is crucial, with consideration to trade
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credit, inventory levels, and source maturity to support operations
efficiently. The hedging principle guides this balance, advocating alignment

between asset maturity and financing sources.
3. Cash Conversion Cycle Computation:

- LO3 Key Insight: The cash conversion cycle (CCC) is pivotal for
evaluating efficiency in working capital management. It is the period
between cash outlay for purchases and receiving cash from sales, calculated
as days sales outstanding plus days sales in inventory minus days payables
outstanding. The goal isto minimize the CCC to reduce fundstied up in
working capital, bolstering liquidity.

4. Estimating the Cost of Short-Term Credit

- LO4 Key Insight: Accurate cost estimation of short-term credit is
fundamental to financial planning. The annual percentage rate (APR) offers
aninitial approximation of borrowing costs, while the annual percentage
yield (APY) accounts for compounding interest, providing a comprehensive
Cost perspective.

5. Primary Sour ces of Short-Term Credit

- LO5 Key Insight: Businesses can access a variety of short-term credit
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sources, categorized into unsecured and secured loans. Unsecured options,
like trade credit and bank loans, rely on the borrower’ s reputation, whereas
secured loans are backed by collateral (e.g., receivables, inventory). Each
source has distinct advantages and costs, necessitating careful assessment

aligned with company liquidity needs and risk tolerance.

Case Studies and Application:

- The chapter includes practical examples, such as Dell's inventory
management strategy, which underscores the significant impact efficient
working capital management can have on profitability and liquidity.

- Various financing options demonstrate cost implications, guiding firmsin
choosing between trade credit, bank loans, or commercia paper based on

their specific financial situations.

In summary, Chapter 15 provides a comprehensive view of working-capital
management, emphasizing the critical balance between liquidity and
profitability with practical financial tools and principles to guide strategic

decisionsin short-term financing.
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Chapter 18 Summary: 16. International Business Finance

Chapter 16 Overview: International Business Finance

This chapter focuses on the intricacies and challenges faced by businesses
operating in the global market, particularly in managing finances across
different countries and currencies. The key learning objectives include
understanding the internationalization of business, foreign exchange
markets, interest rate parity, purchasing-power parity, and the unigue risks of

capital-budgeting analysisin direct foreign investment.

The Internationalization of Business

International expansion is often easier for companies than devel oping new
products, which is why many large corporations, like McDonald's, focus on
entering new global markets. McDonald's successful venture into Russia
demonstrates the complexities and expenses involved in international
operations, including the creation of areliable supply chain and coping with
the local economic risks and currency fluctuations. For example, the
volatility of the Russian ruble in 2014 affected the currency's value against
the U.S. dollar, impacting financial performance due to exchange rate risks.

Despite these hurdles, McDonald's success underscores that introducing
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existing products to new markets can yield substantial profitability.

Globalization of Product and Financial Markets

The globa market interconnects industries and economies, with arising
trend in international portfolio and direct investment. U.S. companies and
other multinational corporations engage in direct foreign investment (DFI) to
access high rates of return, increase sales, and expand operationsin foreign
markets. This globalization includes significant capital flows and a deeper
integration of national markets with global financial markets. Even
domestically-focused firms must consider international financial markets

due to potential foreign competition.

Foreign Exchange Markets and Currency Exchange Rates

The foreign exchange (FX) market is the largest financial market globally,
involving key currencies like the U.S. dollar, euro, and yen. Exchange rates
determine how one currency converts into another, impacting international
trade and investment. Currency fluctuations can significantly affect
businesses, as seen with the stronger U.S. dollar in 2014-2015, raising costs
of U.S. exports and affecting revenues of companies like GM and Procter &

Gamble. Understanding and managing exchange rate risk is crucial for firms
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engaged in foreign markets.

Exchange Rate M echanisms

Foreign exchange transactions can be immediate, called spot exchanges, or
set for future dates, known as forward exchanges. The concepts of direct and
indirect quotes, arbitrage opportunities, bid-asked spreads, and cross rates
are critical for navigating the FX market. Arbitrage seeks to profit from price
disparities across markets, while forward rates allow businesses to hedge

against future currency fluctuation risks.

|nterest Rate Parity

Interest rate parity links the interest rates of two countries with their
respective exchange rates, providing insight into how international interest
rates and currency values interact. It means that differencesin interest rates
between countries are offset by changes in the currency exchange rates,
ensuring no arbitrage opportunity exists between countries with differing
interest rates.

Purchasing-Power Parity and the Law of OnePrice
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Purchasing-power parity suggests that exchange rates adjust so that identical
goods cost the same globally when adjusted for exchange rates. Thisistied
to the law of one price, ensuring that goods should sell for the same price
worldwide, preventing arbitrage opportunities. However, variations in taxes,
labor costs, and local conditions can lead to deviations from PPP in

non-tradable goods.

Capital Budgeting for Direct Foreign I nvestment

The chapter concludes with the discussion of capital-budgeting analysis for
DFI, highlighting additional considerations internationally, such as
differencesin repatriating profits and handling foreign exchange risks.
Direct foreign investments bring added layers of political and exchange-rate
risks, affecting decisions and requiring robust risk evaluations and strategic
planning. Despite these challenges, the potential for higher returnsin foreign

markets continues to attract multinational corporations to invest abroad.

This comprehensive exploration of international business finance provides a
framework for understanding the complexities and strategies for managing

finances effectively in aglobal context.
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Chapter 19 Summary:

The chaptersin Part 5 of the book focus on the critical areas of
working-capital management and international business finance, exploring
the risks, strategies, and tools associated with operating in a global

marketplace.

Investing internationally introduces several risks that multinational
corporations (MNCs) must consider. Political risk, for instance, involves the
unpredictability of aforeign government's actions, which might affect the
profitability and safety of the investment. Examples include expropriation or
changesin regulations that could hinder financial returns. While complete
protection against these risks is impossible, some can be mitigated through
insurance from private companies or government organizations such as the

U.S. Overseas Private Investment Corporation.

Another crucia concern is exchange rate risk, which arises from fluctuations
in currency values. A change in exchange rates can significantly impact an
investment's profitability. For instance, if U.S. dollars need to be exchanged
for euros for an investment in Germany, a depreciating dollar relative to the
euro can reduce gains or amplify losses when converting earnings back to

dollars.

These chapters also delve into the mechanics of the foreign exchange (FX)
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market, the largest financial market worldwide with a daily trading volume
exceeding $5 trillion. This over-the-counter market is foundational for
MNCs asit facilitates currency exchange between nations. Understanding
foreign exchange rate quotes and the implications of exchange ratesis
crucia for making informed investment decisions. Thisincludes learning
about direct and indirect quotes, and appreciating the roles of
arbitrageurs—individuals who profit from buying in one market and selling

In another.

A key concept covered isinterest rate parity, which explains how the
forward exchange market operates. The theory suggests that differencesin
country interest rates are reflected in forward exchange rates, either at a
premium or a discount compared to spot rates. Thisrelationship is
instrumental for companies as they hedge against potential exchange rate

volatility through forward contracts.

Key terms such as direct and indirect quotes, spot and forward exchange
rates, and the bid-ask spread are meticulously defined, equipping readers
with the vocabulary to navigate and negotiate the complexities of global
finance. Overall, this section imparts an understanding of the risks,
mechanisms, and terminologies critical for effective financial management

in an international context.
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Chapter 20: Review Questions

The section on Working-Capital Management and International Business
Finance offersinsightsinto key financial theories and principles relevant to
international finance. A central concept discussed is Purchasing-Power
Parity (PPP). PPP theorizes that exchange rates adjust to ensure that identical
goods cost the same worldwide, helping to level out the effects of different
inflation rates across countries. This concept is closely tied to the Law of
One Price, which posits that in competitive markets without trade barriers,
identical goods should sell for the same price internationally when expressed

in acommon currency.

When analyzing the unique risks in capital-budgeting for direct foreign
investment, it is noted that these investments face not only the usual
business and financial risks encountered domestically but also additional
risks such as political risk and exchange rate fluctuations. Political risks
arise from differencesin political climates and institutions between

countries, complicating cash flow estimations and discount rate selections.

The text also introduces Interest Rate Parity (IRP), atheory that suggests the
differential in interest rates between two countries reflects the expected
changesin their exchange rates. Thus, the forward and spot exchange rates
should adjust to account for these national interest rate differences, after

accounting for transaction costs.
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International financial management involves additional complexities
compared to domestic management. These include exchange rate risks,
political instability, differing regulations, and diverse cultures. Businesses
that operate in the international arena, such as multinational corporations,
adapt by developing techniques and strategies suited to managing these
challenges, aiding in maintaining competitive and economic advantages

globally.

In conclusion, these theories—PPP, the Law of One Price, and IRP—provide

afoundational framework for understanding the interactions between
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Chapter 21 Summary: Study Problems

Chapter 16: International Business Finance

This chapter delves into key concepts of international business finance,
essential for understanding the global currency markets and the risks
associated with international investments. It explores topics such as arbitrage

profits, currency exchange risks, and the evaluation of foreign investments.

Arbitrage and Profits (Sections 16-3 and 16-4): Arbitrage involves
profiting from price differences in different markets without any risk. This
chapter outlines how arbitrage profits can be generated by exploiting
inefficiencies in currency markets. The required mechanics involve
accessing multiple currency markets to buy low in one and sell highin
another, capturing the discrepancy. A vital part of understanding this
concept is recognizing the role of spot and forward rates, which indicate

current and future currency values.

Economic Theories and Exchange Rates (Section 16-5): The chapter
explains how purchasing-power parity, interest rate parity, and the Fisher
effect elucidate the relationships among current and future currency rates.

These economic principles help in understanding how inflation, interest

rates, and expected changes in currency values are interrelated, influencing
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the spot rate (current exchange rate), future spot rate (projected spot rate),

and forward rate (agreed future exchange rate).

Risksin International Finance (Sections 16-6 to 16-9): Exchange rate
risk and political risk are significant concerns for businesses engaging in
international finance. Exchange rate risk arises from potential adverse
changesin currency values, while political risk involves uncertainties due to
political changes or instability. The chapter particularly highlights that in
markets like New Y ork where forward rates for all currencies (e.g., the
Indian rupee) may not be available, businesses must pursue alternative
hedging strategies to manage exchange rate risks. Furthermore, it
distinguishes between the risks inherent in direct foreign investments (DFI)
as opposed to those in domestic investments, emphasi zing challenges such
as political instability, cultural differences, and foreign regulatory
environments. Evaluating DFI isinvariably more complex due to these

factors compared to domestic investments.

Study Problems (Sections 16-1 to 16-9): The chapter provides practical
problems to reinforce understanding. These include calculating dollar
payments required for international transactions, determining local currency
outcomes for cross-border payments, and finding indirect quotes and cross
rates from given data. A notable problem involves arbitrage opportunities,
where discrepancies in currency exchange rates across different markets can

lead to profit-making strategies. Additionally, exercises include computing
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cross-exchange rates, illustrating the interconnectedness of international

currency pairs.

By the end of this chapter, readers gain a comprehensive understanding of
the dynamics of international finance, critical strategies for managing
financial risks from foreign operations, and practical skillsin currency

conversion and arbitrage opportunities.
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Chapter 22 Summary: Mini Case

The chapters about Working-Capital Management and International Business
Finance focus on various financia strategies and methodol ogies used by
businesses to manage their financial resources effectively. The content in
Chapter 16 examines several key areas in finance, such as exchange rates,
interest rate parity, purchasing power parity, and cash management within an

international context.

In Section 16-8, the spot exchange rate is discussed. The scenario presented
involves Miller Company, based in Australia, that had an inventory valued at
1.5 million Swiss francs in Switzerland. Due to a change in the exchange
rate from 0.7041 to 0.7573 Swiss francs per Australian dollar over ayear,
the company experiences either again or aloss depending on the movement
in the exchange rate, which affects the inventory's value in Australian

dollars.

Section 16-9 on cross rates provides a scenario where the exchange rate
information for the British pound, the yen, and the U.S. dollar is available.
Using these rates, the reader is asked to compute how many euros could be
converted from one British pound. This section highlights the complexity of

currency conversions in international finance.

In Section 16-10, interest rate parity is introduced using a comparison of
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90-day investments in Poland and India, both with different returns. It
demonstrates how to use the current forward market to calcul ate the spot
exchange rate between the Polish zloty (PLN) and the Indian rupee (INR).

Section 16-11 examines purchasing-power parity (PPP) illustrated by
comparing the costs of aMcDonald's Big Mac in Chinawith that in the
United States, leading to a calculation of how many Chinese yuan are
needed to purchase 1 U.S. dollar based on PPP assumptions.

The Mini Case presents a scenario for The Giordano Industries, a company
based in the South of France, focusing on renewable energy solutions with
global sales partially invoiced in foreign currencies. Due to foreign exchange
risk and past losses experienced by a subsidiary (SOFTEN) in Tunisia, the
Assistant Cash Manager is tasked with evaluating international
finance-related issues: the challenges of managing diversified incomein
multiple currencies, solutions to reduce exchange rate risk, distinctions
between forward contracts, futures contracts, and options, and the pros and

cons of various hedging strategies.

Chapter 17, meanwhile, digs deeper into cash, receivables, and inventory
management crucial for financial executives. The chapter explores Disney's
treasury management, highlighting how a well-managed cash balance can
improve profits. It discusses technigues to streamline financial operations,

such as managing cash inflow/outflow, investing excess cash, and managing
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marketable securities to earn positive returns while maintaining liquidity.

It covers how businesses hold cash for transactional, precautionary, and
specul ative purposes, with the balance between holding too much or little
affecting profitability and solvency. Effective management involves
accelerating cash collections (using methods like lockbox systems) and
managing inventory through economic order quantity (EOQ) models to

minimize Costs.

Ultimately, these chapters demonstrate the integral role of financia
management in the context of international business operations, emphasizing
sound strategies for maintaining organizational liquidity, controlling costs,

and maximizing profitability.
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