
(Read Only)
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Course Overview

This course provides an overview of the fundamentals of finance. Emphasis is on financial concepts that are
used in virtually all corporate finance settings and on developing and applying financial thought using
common tools and techniques. Topics include the legal forms of organizations, tax implications, financial
policy formulation, financial analysis, financial structure of firms, leverage, risk-return relationships, and
internal and external financing. We will particularly focus on the basic approach and tools of investing and
raising capital. The course also reviews special topics such as international business and business
combinations.

Course Competencies

To successfully complete this course, you will be expected to:

Course Prerequisites

Prerequisite(s): BUS3060 or BUS3062.

Maximize shareholder wealth.1

Evaluate the financial health of the firm.2

Evaluate capital expenditure investment projects.3

Evaluate optimal capital structure.4

Apply evaluation principles of various financial instruments.5

Strategically manage global financial environment.6

Preview: BUS4070 : Foundations in Finance



Syllabus  Course Materials

Required

The materials listed below are required to complete the learning activities in this course.

Integrated Materials

Many of your required books are available via the VitalSource Bookshelf link in the courseroom, located in
your Course Tools. Registered learners in a Resource Kit program can access these materials using the
courseroom link on the Friday before the course start date. Some materials are available only in hard-copy



Unit 1   Overview of Financial Management and Environment

format or by using an access code. For these materials, you will receive an email with further instructions for
access. Visit the Course Materials page on Campus for more information.

Book

Brigham, E. F., & Houston, J. F. (2019). Fundamentals of financial management (15th ed.). Boston, MA:
Cengage. ISBN: 9781337395250.

External Resource

Please note that URLs change frequently. While the URLs were current when this course was designed,
some may no longer be valid. If you cannot access a specific link, contact your instructor for an alternative
URL. Permissions for the following links have been either granted or deemed appropriate for educational use
at the time of course publication.

American Institute of Certified Public Accountants. (n.d.). Summary of the Provisions of the Sarbanes-
Oxley Act of 2002. Retrieved from
http://www.csus.edu/indiv/p/pforsichh/documents/03AICPASummaryoftheProvisionsoftheSarbanes-
OxleyActof2002.pdf

Suggested

The following materials are recommended to provide you with a better understanding of the topics in this
course. These materials are not required to complete the course, but they are aligned to course activities and
assessments and are highly recommended for your use.

Optional

The following optional materials are offered to provide you with a better understanding of the topics in this
course. These materials are not required to complete the course.

Introduction

In this unit, you will become familiar with the primary goals and objectives of financial management. You will
examine the methodology used to maximize shareholders' wealth and focus on the role and challenges of
corporate financial management in the new millennium. You will discuss the implications of continuing

https://campus.capella.edu/course-materials/home
http://www.csus.edu/indiv/p/pforsichh/documents/03AICPASummaryoftheProvisionsoftheSarbanes-OxleyActof2002.pdf


globalization on business, social responsibility, business ethics, and agency relationships within corporate
business structures.

In this unit, you will also look at the obvious fact that financial managers and investors make decisions within
a large and complex financial environment. This environment includes domestic and international financial
markets and institutions, monetary and fiscal policy decisions, and the state of the economy. We will take a
closer look at the domestic markets in which capital is raised, financial securities are traded, and stock and
bond prices determined. (International financial institutions and markets will be discussed in Unit 10.) We will
also discuss factors that determine the term structure of domestic interest rates and the shape of the yield
curve.

Assets

To survive and prosper, a company must satisfy its customers. It must also produce and sell products and
services at a profit (non-profit and public organizations are not covered in this course).

Companies need an almost endless variety of real assets. Many of these assets are tangible, such as
machinery, factories, and offices. Others are intangible, such as technical expertise, trademarks, and patents.
All of them must be paid for. To obtain the necessary money, the company sells financial assets, or securities.
These pieces of paper have value because they are claims on the firm's real assets and the cash that those
assets will produce. For example, if the company borrows money from the bank, the bank has a financial
asset. That financial asset gives it a claim to a stream of interest payments and to repayment of the loan. The
company's real assets need to produce enough cash to satisfy these claims.

The Case of Euro Disney

Financial managers stand between the firm's real assets and the financial markets in which the firm raises
cash. The financial manager faces two basic problems. First, how much money should the firm invest and in
which assets? This is the firm's investment, or capital budgeting decision. Second, how should the cash
needed for the investment be raised? This is the financing decision. Capital budgeting decisions are central to
the company's success or failure. For example, in the late 1980s, the Walt Disney Company committed to
construction of a Disneyland Paris theme park at a total cost of well over $2 billion. The park, which opened in
1992, turned out to be a financial bust and Euro Disney had to reorganize in May 1994. Instead of providing
profits on the investment, accumulated losses on the park by that date were more than $200 million.

Disney's decision to invest in Euro Disney is an example of a capital budgeting decision. The success of such
decisions is appraised on value—superior investment projects are worth more than they cost. Adopting such
projects increases the value of the firm and therefore the wealth of its shareholders.

Non-Tangible Assets

Not all investments are in physical plant and equipment. For example, Gillette spent around $300 million to
market its new Mach3 razor. This represents an investment in a non-tangible asset—brand recognition and
acceptance. Moreover, traditional manufacturing firms are not the only ones that make important capital
budgeting decisions. For example, Intel's research and development expenditures in 1998 were more than



$2.5 billion. This investment in future products and product improvement will be crucial to the company's
ability to retain its existing customers and attract new ones.

Timing of Benefits

Today's investments provide benefits in the future. Thus, the financial manager is interested in when the firm
may realize benefits, and not just in the size of the benefits. The sooner the profits come in, the better. In
addition, these benefits are rarely certain; a new project may be a great success, but then again it could be a
dismal failure. The financial manager needs a way to place a value on these uncertain future benefits.

Raising Money

The financial manager's second responsibility is to raise the money to pay for the investment in real assets.
This is the financing decision. When a company needs financing, it can invite investors to put up cash in
return for a share of profits or it can promise investors a series of fixed payments. In the first case, the investor
receives newly issued shares of stock and becomes a shareholder, a part owner of the firm. In the second,
the investor becomes a lender who must one day be repaid. The choice of the long-term financing mix is often
called the capital structure decision, since capital refers to the firm's sources of long-term financing and the
markets for long-term financing are called capital markets.

Within the basic distinction—issuing new shares of stock versus borrowing money—there are endless
variations. Suppose the company decides to borrow. Should it go to capital markets for long-term debt
financing or should it borrow from a bank? Should it borrow in Paris, receiving and promising to repay euros,
or should it borrow dollars in New York? Should it demand the right to pay off the debt early if future interest
rates fall? The decision to invest in a new factory or to issue new shares of stock has long-term
consequences. But the financial manager is also involved in some important short-term decisions. For
example, he or she needs to make sure that the company has enough cash on hand to pay next week's bills
and that any spare cash is put to work to earn interest. Such short-term financial decisions involve both
investment (how to invest spare cash) and financing (how to raise cash to meet a short-term need).
Businesses are inherently risky, but the financial manager needs to ensure that risks are managed. For
example, the manager will want to be certain that the firm cannot be wiped out by a sudden rise in oil prices or
a fall in the value of the dollar. We will look at the techniques that managers use to explore the future and
some of the ways that the firm can be protected against unwelcome surprises.

Goals of Financial Management

You will also learn about the stated goals of financial management. Should it be value maximization or
shareholder's wealth? As an example, let us look at the story that occurred during the era summarized by
Alan Greenspan, chairperson of the Federal Reserve Board, in his famous remark that the high-priced stock
market was suffering from "irrational exuberance." A relatively new company without actual profits nor a solid
business strategy called V.A. Linux (ticker symbol LNUX) went public December 9, 1999 at an initial price of
$30 per share and its stock hit $320 per share the same day. In the year 2000, its stock hit a low of 6. There
are numerous stories just like V.A. Linux. In general, maximizing value is a short-term proposition and one
that does not always fit every situation in the short term.



Working to maximize shareholder wealth is a simple and obvious management mandate. Complications
surface when managers try to balance short-term and long-term goals, sustainable performance, social
responsibility expectations, ethical and legal behavior, and sometimes personal objectives. This course will
touch on all of these complicating factors.

Financial Environment

Financial managers and investors do not operate independently; they usually make their decisions within a
large and complex financial environment. The environment includes financial markets and institutions, fiscal
and regulatory policies, and the general economy.

Good financial decisions require an understanding of the current direction of the economy, the level of interest
rates, and the stock market. Financial managers need to understand the environment and markets within
which their businesses operate. In this unit, you will look at the markets in which capital is raised and
securities are traded and priced, and you will look at institutions that operate in these markets. In the process,
you will also explore the principal factors that determine the level of interest rates.

People and organizations with borrowing needs are brought together with those with surplus funds in the
financial markets, often using the services of different financial intermediaries. In this unit, you will learn about
different existing types of financial markets such as primary and secondary markets, equity and bond
markets, money markets and capital markets, and some of the recent trends in the financial markets. You will
want to keep in mind that in this unit your focus will be primarily confined to the domestic US markets;
international markets and institutions will be explored in future units of this course.

An important part of this unit will be the analysis of different financial intermediaries, which not only efficiently
transfer money and securities between borrowers and savers, but essentially create new financial products.
We will look at major types of intermediaries and describe their highly specialized functions in our financial
environment.

Interest Rate Structure

Our analysis of the interest rate structure and yield curves will start with the four most fundamental factors
affecting the cost of money:

1. Production opportunities.
2. Time preferences for consumption.
3. Risk.
4. Inflation.

You will also explore different determinants of market interest rates and focus on the term structure of interest
rates. We will try to answer such questions as, "What determines the shape of the yield curve?" and "How is
the yield curve used to estimate future interest rates?" which is an important question for the financial
managers. You will also spend some time discussing factors critical to our financial environment, such as
Federal Reserve policy, international factors, and budget deficits and surpluses, keeping in mind the
importance of interest rates for the business decision-making process.



u01s1 - Unit Readings

u01a1 - Textbook Problems

u01d1 - Overseas Manufacturing Concerns

Learning Activities

Read Chapters 1, 2, and 6 in Fundamentals of Financial Management.

Read a current article on corporate management, business ethics, or the globalization of business.

Complete the following problems from your textbook:

Pages 222–224: Problems 6-1, 6-2, 6-3, 6-4, 6-5, and 6-19.

When you complete this assignment, click Submit.

You are a new financial manager in a large department store company that has stable sales and well
established product line (for example, Macy's), but does not see much growth in future sales. The company's
target markets are primarily in the USA. You were offered a detailed plan to manufacture more of your
products overseas at lower costs and to try to develop a global distribution network. What possible financial
and social factors would you be most concerned with?

Course Resources

Undergraduate Discussion Participation Scoring Guide



u01d2 - Capital Instruments

Unit 2   Financial Statements and Analysis

Explain the difference between money and capital markets, and identify one of the most important
instruments for both a money market and a capital market. Discuss the instruments you chose to include.
Why do you think the instruments you chose are the most important? Be sure to include key characteristics
and the role they play.

Course Resources

Introduction

In this unit, we take a close look at the way financial information is presented in financial statements and how
to go about estimating the stream of cash flows the firm will generate in the future. Unlike in accounting, we
will analyze how financial statements are used by managers to improve performance, by lenders to evaluate
compliance with loan contingencies and their chance to fully collect on loans, and by stockholders to forecast
earnings, dividends, and stock prices. We will review the use of financial ratios to compare the firm's
performance with that of other firms in the same industry and to evaluate trends in the firm's financial position
over time. The remainder of the week we will spend looking at the process of creating and using projected
financial statements for managerial financial decisions.

Cash Flow

The value of any business asset depends on the valuation of the after-tax cash flows this asset is expected to
produce. Therefore, we will take a closer look at the main differences between accounting income and cash
flow, and we will revisit the main components of the federal tax system to help understand the transition from
the cash flows to the after-tax cash flows.

Financial Statement Analysis

The four basic financial statements-the balance sheet, the income statement, the statement of retained
earnings, and the statement of cash flows-contain a lot of information that should be dissected and analyzed
to help managers to draw conclusions regarding the overall financial performance of the company.

Undergraduate Discussion Participation Scoring Guide



u02s1 - Unit Readings

u02a1 - Investment Analysis

Financial statement analysis involves:

1. Comparing the firm's performance with that of other firms in the same industry.
2. Evaluating trends in the firm's position over time.

Ratio Analysis

It is useful to help anticipate future conditions and to plan actions that will improve the firm's future
performance. The primary method used to analyze financial statements is ratio analysis, which may be
already familiar to some of you. The most important ratios to analyze can be grouped into liquidity ratios,
asset management ratios, debt management ratios, profitability ratios, and market value ratios. While keeping
in mind the fact that ratio analysis has its limitations and potential problems, we will also discuss the DuPont
chart and equation, which ties financial ratios together; comparative ratios; and benchmarking.

Financial Statement Forecasting Techniques

The remaining part of this unit will focus on some of the techniques used to forecast financial statements as a
critical part of the overall financial planning process. Financial forecasting usually starts with a forecast of the
firm's projected sales based on which the company develops sets of projected or pro forma financial
statements. These statements can also provide ratios to be used in evaluating alternative business plans and
strategies. We will look at the uses and limitations of the additional funds needed (AFN) formula, which is
used to estimate additional funds needed to support a higher projected level of sales, and we will describe the
need for a comprehensive approach to forecasting and an understanding of financial and non-financial factors
in the financial environment.

Learning Activities

Read Chapters 3 and 4 in Fundamentals of Financial Management.

You are given a task to select an investment for medium-term (three to five years) and long-term (more than
five years). Identify some of the qualitative factors that must be considered when selecting a company. Think
in terms of financial performance and non-financial factors.



u02a2 - Forecasting

u02a3 - Textbook Problems

u02d1 - Taxation and Tax Law

When you complete this assignment, click Submit.

Identify techniques for forecasting financial statements as discussed in the text, and explain when they should
be used.

Complete the following assignments from your textbook:

Pages 140–141: Problem 4-23 and 4-24.

When you complete this assignment, click Submit.

Explain why financial managers must be concerned with taxation, and list some of the most important
elements of the current tax laws, such as the differences between the treatment of dividends and interest paid
and interest and dividend income received.

Course Resources

Undergraduate Discussion Participation Scoring Guide



Unit 3   Risk and Return: The Impact on Stock Prices

Introduction

Maximizing Shareholder Wealth

The result of a financial manager's efforts is ultimately reflected in stock price-maximizing shareowner wealth
is what finance is all about. This unit studies the classic financial tradeoff of risk versus reward. As you read
the text materials on this topic, you may ask yourself, "What exactly does this have to do with maximizing
shareowner wealth?"

Recall that maximizing shareowner wealth is all about increasing the stock price. Risky investments require
higher returns; so when financial managers take greater risks, the logical reaction of shareowners is to
demand a higher return. How do they accomplish this? If you were a bondholder, you would require a higher
interest payment, but as a shareowner, you get higher returns by lowering the stock price. So it may appear
that a business should be averse to risk because it runs counter to the notion of a higher stock price, but in
fact, businesses must take risks to get those higher returns. When relatively risky ventures pay off, or when
shareowners believe management can pull it off, the stock price can soar.

What Is Risk?

In the investment community there has been some debate on this. But some consensus has developed
around the notion of predictability. Sometimes it is expressed by the chance of an unfavorable event
occurring, but just as often it is simply defined as the predictability of the outcome, which is a more holistic
view—it all comes down to the degree of variability in possible returns.

Risk is frequently measured by looking at a stock price historically and observing how wide the fluctuations
are around an average return. A T-bill has virtually no risk because it returns the same amount over time.
Technology stocks—like dotcoms or telecoms—have proven to be financial roller coasters, and that connotes
risk to investors.

Investor Perceptions

Of course, what really matters is future returns, but most investors rely heavily upon past performance as a
predictive benchmark. So when you hear about betas, alphas, capital asset pricing models (CAPM), and so
forth, these are generally based upon historical performance and, in particular, the variability of that
performance around some average. You will read this week about standard deviations, which essentially
gauge that degree of variability.

How investors see your company, and in particular how they view its perceived risk, has a lot to do with stock
price. All investors will make some assessment as to risk and return in deciding what your stock is worth.
Some will rely upon past performance. Some will react to cursory information available from PR releases, the
newspapers, and Edgar (the SEC site with all company filings). A few more will try to predict how others will



u03s1 - Unit Readings

u03a1 - Estimating Returns

u03a2 - Textbook Problems

react. Still others will review publicly available research. Finally, a few very influential investors will conduct in-
depth research on their own before committing large sums.

A good financial manager knows the customer when it comes to managing stock price, that is, he or she
knows which aspect has the most influence on customers and how to manage relationships with customers.
Frequently, and quite logically, the CEO is a prime contact for the most important analysts or money
managers. Company stock may be held mostly by institutions, and some may be held predominantly by
individuals. Whatever the case, these investors will make their own assessment as to risk and return based
upon the information they can uncover and stock price will, absent other industry and market influences,
follow their conclusions.

Learning Activities

Read Chapter 8 in Fundamentals of Financial Management.

Consider the use of a probability analysis in estimating returns and determining the standard deviation. You
may use a hypothetical situation and do the calculations or just describe the steps in the process.

When you complete this assignment, click Submit.

Complete the following problems from your textbook:

Pages 308–309: 8-6, 8-7, 8-9, 8-11, and 8-13.

When you complete this assignment, click Submit.



u03d1 - Investment Risk

Unit 4   Time Value and Capital Budgeting Concepts

Consider the company you work for (or if your company is not publicly held, pick a company you are familiar
with). Would you consider your company to be relatively risky? Does the stock rise and fall faster than the
market? What things contribute to the riskiness or stability of the stock? Define investment risk in your
discussion, and consider how it affects share price. What is the CAPM and security market line, and how can
they be used in assessing share price?

Course Resources

Introduction

Time value is a key concept in financial management. As business managers, we all are financial managers
to some extent because we are all making some decisions as to the relative value among financial
alternatives or the absolute merits of an individual financial opportunity.

Yet, almost no financial decision can be made without giving due consideration to the time value of money.
This is because almost every financial decision involves cash flows that occur at different times. We all can
relate to the notion of a dollar today being worth more than a dollar a year from now; the tools and techniques
of this unit will give you the ability to analyze cash flows and effectively neutralize the impact of time such that
competing or individual financial situations can all be analyzed on a scale of today's dollars.

For example, if you have a dollar in a bank account at 7%, it is worth $1.07 a year from now; this is the
concept of future value. Now let us say you will get a dollar a year from now and since you can get 7% on
money today, what is the present value of that future dollar? Algebraically, if FV = PV * 1.07, then PV =
FV/1.07. Note that the answer is approximately, but not exactly, $0.93.

Most of the work you will do in time value rests essentially on this simple concept-putting all future dollars in
today's terms. So, what happens when you finally put everything in today's dollars? Answer—you get the Net
Present Value. NPV is perhaps the most fundamental measurement used in evaluating investment
opportunities. All cash flows, in and out, are discounted back to today's dollars, using an interest rate that

Undergraduate Discussion Participation Scoring Guide



u04s1 - Unit Readings

u04a1 - Refinancing Decision

reflects the weighted cost of capital. These discounted values are summed, and if the net of these present
values is positive, you arguably should make the investment.

Let us break that last paragraph down using a real example. Much of the work we do in real world finance
comes in the form of a business case. This is what amounts to the financial section of a business plan, where
a company is evaluating whether to invest in some new product, facility, or service. The business plan
considers many factors like the strategic direction of the business, what the competition is doing, and other
qualitative factors. The business case answers one question, "Does it make financial sense?"

But the financial manager's job is more than simply running the numbers. A good financial manager will make
sure that the assumptions underlying the numbers are valid and that there is a good understanding of the
realistic range for each of these assumptions such that several different scenarios can be constructed. A good
business case will have several scenarios, but the baseline scenario should be somewhere in the middle and
realistic to all stakeholders. A little friendly push-back frequently is needed for managers who can be realistic
in the early days, but are unrealistic in future planning.

This is not to say that the worst case represents the absolute worst possible outcome for every single
assumption; this would produce an extremely negative result that had virtually no chance to occur. Similarly,
you do not want the best case to be so positive that it too could never really happen. The reasonable best and
worst case is a set of assumptions that invoke a little judgment-sets of assumptions that taken together
represent reasonable scenarios somewhere in the 80% and 20% range of the most extreme results.

Once at least these three assumption sets are established, you can run the numbers. This usually involves
setting up a financial spreadsheet to calculate results on a monthly or quarterly basis out of at least three,
sometimes five, years. The argument is often that results beyond five years do not receive much credit
because they are speculative and they become heavily discounted anyway.

Learning Activities

Read Chapters 5 and 11 in Fundamentals of Financial Management.

You are considering refinancing your mortgage. Your current loan is at 7% with 14 years left and was
negotiated one year ago with $2,000 closing costs. The new loan would be 5.5% for 15 years with closing



u04a2 - Textbook Problems

u04d1 - Time Value

u04d2 - Net Present Value

costs of $1,500. Describe how you would decide whether to refinance. Include qualitative considerations.
Provide examples of your calculations.

When you complete this assignment, click Submit.

Complete the following problems from your textbook:

Pages 185–187: 5-9, 5-14, 5-15, 5-16, 5-18, 5-23, 5-24, 5-25, and 5-27.
Pages 398–400: 11-17, 11-23 (parts a–g).

When you complete this assignment, click Submit.

The time value of money is defined as the math of finance for which interest is earned over time by saving or
investing money. With this definition in mind and considering your readings for this unit, discuss why time
value affects almost any financial decision. Under what situations might time value matter less?

Course Resources

Can you determine whether an investment is warranted based solely upon the NPV? If three mutually
exclusive investments all show about the same NPV, how might you determine which to pursue?

Undergraduate Discussion Participation Scoring Guide



Unit 5   Financial Assets and Their Valuation: Common and Preferred Stocks and Bonds

Course Resources

Introduction

Bonds

We will start this unit by going over the main categories of bonds, long-term instruments such as Treasury
bonds, corporate bonds, municipal bonds, and foreign bonds. However, remember that we will spend more
time discussing foreign bonds in subsequent units. All bonds share certain common features such as face or
par value, coupon rate, maturity date, and other provisions. Some bonds are sold at a deep discount and do
not provide any coupon interest payments; these are called zero-coupon bonds. Previously we have talked
about the fact that the value of any financial asset should be based on the present value of its future cash
flows. While studying the material for this unit, you will realize that this holds true for the valuation of bonds as
well. We will also examine different numerical tools used in assessing and comparing different bonds such as
yield-to-maturity, current yield, and yield-to-call for callable bonds.

Our analysis of the bonds would certainly be incomplete if we did not study the risks involved in purchasing
different types of bonds. We will discuss interest rate, reinvestment rate, and default risks associated with the
investment in bonds. One important observation regarding the bond markets is that they rely on several
independent bond rating agencies providing continuous monitoring of the most important bond issuers. We
will mention the most important components contributing to the assignment of corresponding grading to
bonds trading in the financial markets.

Stocks

Our discussion of common stocks will focus primarily on aspects such as the valuation of stocks with different
models of growth. The value of a share of stock can be expressed as the present value of the stream of
dividends the stock is expected to generate over time. We will examine the differences in calculations of
values for constant and supernormal growth stocks. An important component of these models is how to
provide an estimate of the value of all future dividends even after the horizon of our forecast date. This value
is approximated by the so-called terminal value.

Efficient Markets Hypothesis

Undergraduate Discussion Participation Scoring Guide



u05s1 - Unit Readings

u05s2 - Essay Checkpoint

u05a1 - EMH

In this unit, some of our discussions will touch upon an interesting theoretical concept called the efficient
markets hypothesis (EMH). This concept tries to provide adequate answers to such questions as, "Are stocks
in equilibrium?" and "Is it possible for an investor to consistently 'beat the market' without any inside
information?" As a class, you will likely express a variety of opinions on this subject.

Preferred Stocks

In the final part of this unit, we will take a close look at preferred stocks, which are an interesting hybrid of
bonds and common stocks maintaining features of both types of financial instruments. A detailed analysis of
common features of preferred stocks should help us understand such things as:

How risky the preferred stocks are.
What the most common types of preferred stocks are.
What the main advantages and disadvantages of financing with preferred stocks are.

Learning Activities

Read Chapters 7, 9, and 20 in Fundamentals of Financial Management.

In Units 8 and 10 you will be required to write an essay as part of your assignments for each of those units.
Please review those assignments, and find the resources you will use for the papers.

Explain the following terms: equilibrium, marginal investor, and efficient markets hypothesis (EMH).
Distinguish among the three levels of market efficiency. Briefly explain the implications of the EMH on
financial decisions.



u05a2 - Textbook Problems

u05d1 - Bond Ratings

u05d2 - Preferred Stock

When you complete this assignment, click Submit.

Complete the following problems from your textbook:

Pages 265–266: 7-5, 7-6, 7-8, 7-9, and 7-11.
Pages 345–346: 9-14 and 9-17.
Page 709: 20-2.

When you complete this assignment, click Submit.

Explain the importance of bond ratings, and list some of the criteria used to rate bonds. Differentiate between
interest rate risk, reinvestment rate risk, and default risk.

Course Resources

Explain what is meant by the statement that a preferred stock is a hybrid between a common stock and a
bond. What factors determine the value of a share of preferred stock?

Course Resources

Undergraduate Discussion Participation Scoring Guide



Unit 6   Capital Budgeting Tools and Techniques

Introduction

Capital Budgeting

This unit focuses on capital budgeting—a topic that builds on the previous unit's concept of time value.
Capital budgeting is the process by which financial managers determine where to invest. This is one of the
most important functions in financial management. It is deciding where to invest the long-term capital of the
business. You may be buying new machinery, expanding to a new country or adding a product line; the
common threads are that money needs to be invested and future cash flows are expected. Since these
investments typically pay off over several years, the time value of money is the way to value everything in
today's dollars. Capital budgeting is how we determine the merits of a long term investment. The basic tools
of capital budgeting include net present value (NPV), payback, and internal rate of return (IRR).

Net Present Value

NPV is probably the most popular and best-understood capital budgeting technique. It has a pretty simple
premise—take every cash flow positive or negative and discount it back to now—the net of this is the NPV.
But, NPV does have its critics. One of its flaws is that it does not explicitly take into account the relative size of
the investment. Imagine you have two competing projects; if one delivers more NPV, is it better? Not
necessarily, because it might require a much higher investment or introduce more risk.

For example, imagine you can get NPV of $10 and the investment (initial cost and early losses) is $100.
Another approach that gets the same business result has $12 NPV and requires a $150 investment. Which is
better?

Very few companies will make capital budgeting decisions based solely upon an NPV analysis.

Payback

Payback is another popular tool that is easy to understand but very dangerous to use as the sole evaluation
tool. This is an approach that simply says, "It will take x number of years to 'pay back' the investment." In
other words, if I invest $1000 and get back $250 every year for x number of years, then payback is four years.

Since payback ignores more distant cash flows (that is, beyond the payback period), it has some serious
drawbacks, but it is nice to see how long the investment is exposed. Many companies have a policy that no
matter how good an investment looks in the long run, it must payback within three to four years. Of course,

Undergraduate Discussion Participation Scoring Guide



u06s1 - Unit Readings

u06a1 - NPV Problem

this policy would probably not work well for companies like pharmaceutical companies, who often require
many years to payback the research and development costs of new drugs.

Internal Rate of Return

Internal Rate of Return (IRR) is another very popular capital budgeting tool that actually calculates the rate
that will force NPV to zero. In other words, if your cost of capital were set equal to IRR, then NPV = 0. This is
convenient because the higher the IRR, the better the earning power of the investment.

IRR has a few problems though. It assumes all cash flows that occur are reinvested at the IRR whereas NPV
assumes they are reinvested at the cost of capital. Another issue with IRR is that under certain
circumstances, the IRR can lead to two mathematical results.

MIRR solves the problems with IRR; it is a modified IRR that reinvests cash flows at the cost of capital
(thereby overcoming the objection to IRR's assumption that cash is reinvested at the IRR). It also projects all
cash flows to the end date of the investment and then discounts this terminal value back to now, eliminating
the problem of occasionally getting two answers.

Learning Activities

Read Chapters 10, 12, and 13 in Fundamentals of Financial Management.

Using a spreadsheet program like Excel, calculate the NPV and IRR of the following scenario:

Cost (Year 0): 10,000.
Year 1 Return: 3,000.
Year 2 Return: 3,000.
Year 3 Return: 5,000.
Discount Rate: 10%.

When you complete this assignment, click Submit.



u06a2 - Textbook Problems

u06d1 - Investment Scenarios

u06d2 - NPV Versus IRR

Complete the following problems from your textbook:

Pages 378–381: 10-1, 10-2, 10-16, and 10-20.
Pages 443–444: 12-7 and 12-9.
Page 469: 13-5.

When you complete this assignment, click Submit.

Assume you are working as an investment financial officer for your company (or use a public company of your
choice). Make up an investment opportunity for your company and discuss key sensitivities (risks) and
possible scenarios. Discuss a few risks or key assumptions and the effects of possible changes in their
values.

Course Resources

Discuss some of the factors that would cause you to rely more on either NPV or IRR. Does MIRR solve all of
IRR's shortcomings?

Course Resources

Undergraduate Discussion Participation Scoring Guide

Undergraduate Discussion Participation Scoring Guide



Unit 7   Long-Term Capital Structure

Introduction

Financing Long-Term Investments

In this unit, we focus on the acquisition of long term funding. Every company will make long-term investments,
usually invoking the capital budgeting process to determine which investments are the most lucrative.
Financing those investments becomes the domain of capital structure—how do we raise the money to fund
the investments needed to maximize our shareowner value? It is important to maintain a balance of debt and
equity such that the overall cost of capital is minimized. In this way, shareowner wealth is improved by the
investment itself and by how the investment is financed.

Central Questions for Corporations in Regard to Shareholders

How Much Equity Is Right?

Almost all corporations access long-term capital markets, bonds and stock in particular. The reason to access
capital other than common stock is because it is usually less expensive than equity. Therefore, if you can
borrow at 10% and earn 15% on the money, you just made money for the shareowners and your stock price
should go up.

But too much debt, though it may be cheaper in appearance, carries risk. A key characteristic of that risk is
that the interest payments must be made in good times and in bad. Conseco is a recent example on a long list
of successful companies that took on too much debt (in Conseco's case, to finance acquisitions) and
ultimately could not meet its interest payments, which resulted in bankruptcy.

Using debt to enhance shareowner wealth is called financial leverage. It is the art of knowing how much of
other people's money to use to maximize your return to shareowners. If you use too little financial leverage, it
means you are not taking the opportunity to create earnings; if you use too much, you could wind up bankrupt.

How Much Income Should Shareowners Receive?

As much as possible if you ask them, and after all, they are the owners. But, as much as possible does not
necessarily mean the income must all be in cash. Shareowners get their return in two basic forms: dividends
and capital gains from changes in the stock price, a lot of which has to do with how effectively management
can invest the earnings not paid out in dividends. Financial managers therefore have to decide what
percentage of profits are to be paid out to the owners and how much they will reinvest.

A lot goes into this analysis, including shareowner preferences. These preferences may be affected by the
recent debacles in which several large companies' managers were not good stewards of the shareowners'



u07s1 - Unit Readings

u07s2 - Essay Checkpoint

u07a1 - Textbook Problems

money.

Answers to Management Questions

The answers to these management questions should be guided by the principle of maximizing shareowner
wealth. There are many tools that management uses, but often theory and philosophy dominates these tools.
Two identical companies might take very different courses because of managerial preference. It is certainly
possible to be successful by being either conservative or aggressive. In the end, it is the management of the
company that determines the success of the business. This success depends on management's ability to
exercise sound judgment when considering these fundamental philosophies.

Learning Activities

Read Chapters 14 and 15 in Fundamentals of Financial Management.

Your first essay is due in Unit 8. In this unit, you should start working on your draft so that you will be ready to
turn in the final product for grading at the end of next week.

Your second essay is due in Unit 10. This would be a good time to begin working on an outline for that essay.

Complete the following problems from your textbook:

Pages 509–513: 14-2, 14-6, and 14-14 (parts a–c).
Pages 545: 15-1, 15-3, and 15-4.

When you complete this assignment, click Submit.



u07d1 - Debt and Equity Mix

u07d2 - Financial Lease Option

Unit 8   Working Capital

The debt and equity mix is an example of a financial leverage ratio and indicates the extent to which borrowed
funds are used to finance assets. What are the main factors that go into determining the right mix of equity
and debt? If debt is always cheaper than equity, why have equity?

Course Resources

You are the owner of a start-up company that is small, but growing fast. To support your growth, you need to
purchase some long-term fixed assets. You are considering whether to buy or lease. Why might a financial
lease be especially attractive for your situation?

Course Resources

Introduction

What Is Working Capital?

Undergraduate Discussion Participation Scoring Guide

Undergraduate Discussion Participation Scoring Guide



In earlier units, we studied capital markets and capital budgeting. Then, the focus was on longer term
investing and the financing of those investments. In this unit, we turn our attention to the money needed to run
the business daily. If you can appreciate the dilemma of having to pay for the raw materials and labor that go
into your product long before you actually sell it and collect the money from that sale, you will understand the
role of working capital.

Working capital is simply the short-term capital needed to run the business day-to-day-that is to pay the bills,
make your products, and run your business. We are generally talking about short-term assets like cash in the
bank, short-term investments (also known as near-cash), inventory, and accounts receivable. When you
deduct the short-term liabilities (such as accounts payable, accrued payroll, and the short-term portion of
long-term debt), then you have net working capital.

The Importance of Net Working Capital

Though it may seem more tactical and therefore less glamorous than the strategic nature of long-term
investments, financial managers (and managers in general) spend most of their time on the daily business
operation. As someone once said, "If you don't get the short term right, then the long term doesn't matter."

One way to determine the health of a company is to look at the net working capital. If it is negative, chances
are that the company might not be able to cover its near-term obligations from readily available funds. From
the work you did on financial ratio analysis, this would manifest in a current ratio of less than 1.0.

The company may have to raise some additional working capital to remain solvent. Yet as sound as this may
seem, consider the recent trend toward zero working capital. Money that is owed you but not received or
inventory that has been paid for but not sold is not really very useful, yet this is what working capital is (along
with cash in the bank, which also is not really a great investment). Therefore, the more recent theory is that
companies should minimize working capital, even to the point where net working capital is negative—this is a
good thing to have.

How Do You Get Negative Net Working Capital?

If you think about what net working capital is, it becomes clear how to minimize it:

Cash

You should not have any more cash or cash equivalents than you need for things like compensating balances
(for example, the cash banks may require if you take a loan, avoiding service charges) and meeting
immediate commitments. You can usually borrow for temporary spikes in cash demand.

Accounts Receivable

Ideally, have your customer pay in advance or at the same time as shipped. If you cannot get payment until
after the sale (which is usually the case), then provide trade credit terms that provide an incentive for early
payment. Example: 2/10, net 30 means the customer gets a 2% credit if paid within 10 days or else the total
amount is due in 30 days. Essentially you are charging 2% interest for 20 days—pretty substantial, but not
uncommon in many industries. This will get the money in sooner and therefore reduce the accounts



receivable. (Of course, this is a double-edged sword in that you are giving up a lot of the invoice just to get the
money in a little earlier).

Inventory

In the past several years, a concept of just-in-time (JIT) inventory management has come into being. It
means, as the name implies, that you do not get the stuff until you really need it so it has minimal shelf time. A
lot has to go well for this to work because there is little margin for error, but some companies are getting it
down to the point where parts are shipped at the point of sale and all show up the next day for assembly.
There is quite a bit going on around this in supply chain management (SCM), which is currently a major area
of study in most companies to manage the supply of the product.

Accounts Payable

The longer you can avoid paying someone the better. You want this account as large as possible without
damaging your standing with your vendors. On the other hand, you might say it is not how big it gets, but how
long you can postpone buying materials, and that is an even better strategy. If you go back to what was said
about JIT, then you are not really buying your materials and components until the last minute, so you are in
effect postponing the trade debt. Therefore, you are deferring the ultimate payment without protracting the
credit period and possibly straining your vendor relationships. (As for employee payroll, there usually is not
much you can do here except run lean; of course, almost all companies pay employees in arrears, which is
okay, and some companies intentionally drag their feet on paying expenses, which has both a positive cash
impact and a questionable ethic).

By following these broad strategies, a company can reduce working capital.

So What?

Inventory represents cash you once had. Accounts receivable represents cash you would like to have.
Accounts payable represents cash you would like to hang onto a little longer. When you reduce net working
capital, you create a one-time windfall, which can be put to better use buying things you need or acquiring
new sites or facilities. In addition, however you put that cash to work generates ongoing earnings each year.
Many companies that get this right have been known to generate $100 million or more; so suddenly they have
a lot of money to invest and if those investments earn the 20% or so that investors are typically looking for,
there is another $20 million each year.

What Makes It All Work?

Ever since Deming and Juran (two of the original quality gurus in the 1950s and 1960s), American
companies, who fell behind in quality management, have been improving in this respect. In particular, Japan
adopted the concepts of total quality management (TQM) in the 1950s when Deming, an American who was
unsuccessful at getting American corporations' attention, took his disciplined approaches to Japan, known at
the time for poor quality. Within a decade or two, there was suddenly a quality crisis in America; not because
our quality had slipped, but because Japanese and, predictably, other foreign nations' quality had vastly
improved under the principles of TQM. TQM is beyond the scope of our course, but it suffices to say that it is
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u08a1 - Minimizing Working Capital Essay

u08a2 - Textbook Problems

about eliminating errors from your manufacturing or other business processes, finding where errors occur,
determining their causes, and eliminating those causes.

If you can rely upon your processes, you can be aggressive at minimizing the waste and, with the use of
predictable technology, become an efficient operation that almost always has a reduced or even negative net
working capital.

Learning Activities

Read Chapter 16 in Fundamentals of Financial Management.

Using Internet resources or the Capella University Library, research and write an essay on the importance
and challenges of minimizing working capital. Your paper should be 4–6 pages in length and include three
outside references. Your writing should be well organized and clear. Writing structure, spelling, and grammar
should be correct as well.

When you complete this assignment, click Submit.

Complete the following from your textbook:

Pages 585–587: Questions 16-5, 16-7, 16-10, and Problems 16-3 and 16-8.

When you complete this assignment, click Submit.



u08d1 - Working Capital

u08d2 - Just-in-Time Inventory

Unit 9   International Finance: Environment and Management

As an owner of a small company your role doubles as the company's primary account representative. You are
considering ways to reduce working capital and know that one option is to persuade your customers to pay
their bills faster. What are some of the advantages and disadvantages to this method should you decide to
pursue this option? What are other options you can consider to get customers to pay faster?

Course Resources

The just-in-time (JIT) inventory control system focuses on reducing the amount of inventory a company must
carry. Explain how JIT inventory management results in both a one-time cash infusion and an ongoing
earnings boost. How does TQM relate to JIT?

Course Resources

Introduction

In this unit, we take a closer look at the issues of risk management and the use of derivatives, and we
examine the most important aspects of the financial management within multinational enterprises.

Risk Management

Undergraduate Discussion Participation Scoring Guide

Undergraduate Discussion Participation Scoring Guide



u09s1 - Unit Readings

The topic of risk management is very broad, and it changes with the changes in the economic environment in
which a firm operates. In business, the term risk management has broadened to include not only insurance
protection coverage, but also management of such risk factors as controlling costs of key inputs such as
petroleum or metals by using derivatives or protecting against changes in interest rates and exchange rates
using hedges in interest rate or foreign exchange markets. In this unit, you will learn that there are seven
reasons risk management might increase the value of a firm.

One of the most important aspects of risk management involves the use of derivatives such as options,
interest rate and exchange rate futures and swaps, and commodity futures. An option is a contract that gives
its holder the right to buy or sell an asset at a predetermined price within a specified period. Conventional
options are generally written for six months or less, but a new type of a longer time option called LEAPS has
maturities of up to 2.5 years. In this unit you will learn more about factors affecting the price of options and be
introduced to the subject of option pricing models, including an analysis and examples of the application of
the Black-Scholes option pricing model. Derivatives can become very complex and exotic; however, our goal
in this unit is to focus on those features of derivatives that could help you as a manager to manage the risk of
your firm. Therefore, other types of derivatives will be introduced in this unit primarily from the standpoint of
how they can be used in the process of managing and reducing the diverse risks facing a modern firm.

Multinational Financial Management

Another important subject of this unit is multinational financial management. Multinational companies have
more opportunities, but also face different risks than do companies that operate in their local markets. We will
discuss some of these important risks related to differences in currency denominations, economic and legal
structures, languages, cultural differences, and political risk. Since foreign exchange markets are of crucial
importance to the multinational firms, we will talk about the main financial instruments used in these markets
and such concepts as interest rate parity and purchasing power parity.

You will realize that working capital management, debt management, credit policy, and capital budgeting
concepts that you learned in previous units are also applicable in a multinational environment. However,
additional risks that financial management faces often require that these multinational enterprises use more
complex and elaborate procedures in determining their weighted average cost of capital, in forecasting their
future cash flows, and so forth.

Learning Activities

Read Chapter 19 in Fundamentals of Financial Management.

Read a current article on the relationship of the US dollar and other currencies ( The Economist discusses
this topic almost every week).



u09a1 - Financial Management

u09a2 - Textbook Problems

u09d1 - Rate of Return Discussion

Unit 10   Mergers, Acquisitions, and Divestitures

List six major factors that distinguish financial management in firms operating entirely within a single country
from those that operate in several different countries. What are some of the common barriers to entry for a
firm entering a new country for business? How does this vary from country to country?

Complete the following problems from your textbook:

Page 696–697: 19-8, 19-13, and 19-14.

When you complete this assignment, click Submit.

Should firms require higher rates of return on foreign projects than on identical projects located at home?
Explain. Do not forget the effect of foreign exchange rates.

Course Resources

Undergraduate Discussion Participation Scoring Guide



Introduction

In this unit, we will discuss a very broad, complex, and interesting topic, which is in fact a number of topics,
called corporate restructuring. We will look at the motives behind corporate mergers and explore different
types of synergy that could appear as a result of mergers. We will also look at different types of mergers and
approaches to valuation of the target firms in mergers. Some of our effort will go into examining how to
account for mergers. The remainder of the time will be spent discussing leveraged buyouts (LBOs),
divestitures, and the advantages and disadvantages of the holding companies.

This unit will also focus on ethical issues in finance, including a look at some of the governance breakdowns
over the last several years. Internal controls are traditionally aimed more at employees, but in today's climate
of widespread ethical collapse, the need for internal controls in corporate America reaches to the highest
levels of a company.

Risk Management

When you think of risk management, you typically think insurance. While insurance is a broad solution to risk
management, the kinds of things we mean in the financial world go far beyond risks for which there is
traditional insurance that allows you to actually transfer your risk to someone else. In many cases, you cannot
pay someone to assume your risks, so you may consider taking other courses of action to abate it.

Sometimes those actions are simply management controls (for example, for a risk where an employee might
embezzle funds). Alternatively, if the risk has to do with the availability of some resource needed, you might
create secondary supplier relationships that can be called into action if your primary supply chain breaks
down.

In fact, there are several actions available to manage risks once those risks are identified, quantified, and
categorized. Some of those actions include:

1. Transfer the risk (for example, insurance).
2. Reduce the probability (for example, controls).
3. Reduce the impact of the risk (for example, installing surveillance systems).
4. Limit or cease the activity that leads to the risk (for example, stop making a product or providing a

function with high liability).
5. Use derivatives to manage financial exposures.

Mergers, Acquisitions, and Divestitures

The majority of the issues in this unit will revolve around mergers. We will be examining the rationale for
mergers, different types of mergers, and merger analysis.

The primary motivation for most mergers is to increase the value of the combined enterprise. Economic
conditions under which the value of the resulting company is higher than the value of separate companies can
arise from operating economies, financial economies, differential economies, and increased market power.



Our analysis of mergers will focus on differences in approaches, valuations, and offers in hostile versus
friendly takeovers.

There are several methodologies used to value target firms. However, in this unit we will limit our discussion
to two of the most common methods:

1. The discounted cash flow approach.
2. The market multiple method.

Our merger analysis would have been incomplete if we ignored the accounting implications of mergers. While
avoiding a level of detail appropriate for courses in accounting, we will familiarize ourselves with two basic
ways of handling these implications:

1. Pooling of interests.
2. As a purchase.

Mergers are not the only existing types of corporate restructuring. In this unit, we will examine leveraged
buyouts (LBO) where a small group of investors, usually including current management, acquires a firm in a
transaction financed largely by debt. We will talk about different types of divestitures, which are sales of some
of the company's operating assets, and specific reasons for companies to divest assets. In the final segment
of this unit, we will discuss the role and structure of holding companies, including their advantages and
disadvantages.

Internal Controls

A properly-designed set of internal controls should look at both the risk and impact of specific exposures. For
example, while the risk of employees taking home pads of paper may be high, the impact is low, so why
bother having a lock on the file cabinet. But, writing checks to fictitious vendors is an example where the
impact is as high as the sum total of the checks.

The classic internal control is to involve multiple parties in a transaction stream such that collusion would be
required—this reduces the risk (though probably not the potential impact). Writing a check to a vendor
requires a purchase authorization of some sort, followed by an invoice from the vendor, and eventually a
voucher that authorizes payment. Obviously, if only one person had control over all of these steps and no
supervisory approvals were needed, you would have a high risk.

Another good practice is to sample transactions. For example, take some payments and track the purchase to
ensure it involves goods received at a fair price from a legitimate vendor.

Reports are also produced that show unusual patterns. These parameters can be set by the user so that, for
example, you could query the accounts payables to see any vendor whose payments doubled in the last year
or any new vendor with more than a certain amount of money in purchases.

Most companies have a board committee called the audit committee or something similar. Its function is to
ensure that the right controls are in place so that a system of checks and balances exists to detect fraud or
other questionable behavior. It is important to note that accounting firms that audit the financial statements will
make it very clear that fraud detection is beyond the scope of a financial statement audit so that overt actions
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must be taken separately. Many companies use an internal audit staff, and some others may hire their
external audit to do a specific controls review or audit if there is suspicion that something is wrong.

At least one form of internal control starts at the top; it is critical to have a board of directors that is truly
looking out for the shareowner. However, that is as much an ethics issue as it is a controls issue.

Most recently, the fraud that has become known involves much more elaborate schemes; you have probably
heard about Worldcom, Enron, Tyco, and many others. In some cases, the scheme is so complex, such as
with Enron's offshore subsidiaries, that even well meaning external auditors will not really understand their
implications, as was the case with Arthur Andersen.

As we see more directors required to be from outside the company (something many companies are doing
voluntarily, though this too could be legislated), we hope this will become less frequent.

The Sarbanes-Oxley Act is a new piece of legislation that requires corporations to have a coherent and
complete set of internal controls and to place clear accountability at the top. It is a very contemporary issue in
today's corporate world. For those of you looking for more detail, visit the Summary of Sarbanes-Oxley Act
2002 at the AICPA Web site.

Learning Activities

Read Chapters 18 and 21 in Fundamentals of Financial Management.

Read the "Summary of Sarbanes-Oxley Act 2002" article.

Complete the following problems from your textbook:

Page 758: 21-1, 21-2, and 21-3.

When you complete this assignment, click Submit.

http://www.csus.edu/indiv/p/pforsichh/documents/03AICPASummaryoftheProvisionsoftheSarbanes-OxleyActof2002.pdf
http://www.csus.edu/indiv/p/pforsichh/documents/03AICPASummaryoftheProvisionsoftheSarbanes-OxleyActof2002.pdf


u10a2 - Improving Ethics Essay

u10d1 - Merger Regulation

u10d2 - Types of Divestitures

Using Internet resources or the Capella University Library, research and write an essay on what must be done
to improve ethics in finance and corporate governance. Your paper should be 4–6 pages in length, and
include three outside references. Your writing should be well organized and clear. Writing structure, spelling,
and grammar should be correct as well.

When you complete this assignment, click Submit.

In the recent merger between Cingular and AT&T wireless, Cingular was forced to sell AT&T assets in several
states. Briefly research this merger, including the regulated requirements of the merger. Why do you think
Cingular was required to perform these actions as part of the merger? Briefly explain the need to regulate
mergers, both domestic and international. In your discussion, be sure to define the term merger and list some
motives for mergers.

Course Resources

Explain what a leveraged buyout (LBO) is. Define the term divestiture and briefly discuss the major types of
divestitures. Provide reasons a company might consider a divestiture.

Course Resources

Undergraduate Discussion Participation Scoring Guide

Undergraduate Discussion Participation Scoring Guide




