Finance 357: Business Finance Spring 2012
03040: MW 8:00am-9:30am UTC 4.132
03050:  MW 9:30am-11:00am UTC 4.132
Overview of the Course
Instructor:  
Dr. Robert C. Duvic



Distinguished Senior Lecturer



Department of Finance 

Office: GSB 5.176D

Office Hours: Monday, Tuesday, Wednesday, 11:00am-12:00noon and by appointment.

Phone Number: 471-6026


E-mail:  robert.duvic@mccombs.utexas.edu

Teaching Assistant:  Mr. William Khan

Office Hours: TBA

E-mail:  William.khan@mba11.mccombs.utexas.edu
Textbook:  Corporate Finance:  Core Principles and Applications, Third Edition, Ross, Westerfield, Jaffe, Jordan, McGraw-Hill Irwin.  (See comment in Course Policies and Procedures, below)
Course Objective: 

The major objective of this course is to give you the insights and skills necessary to be an effective decision maker in a market environment.

The firm is an economic entity that strives to create wealth.  The firm's success depends on the skills of its managers in making decisions that determine the firm's interaction with its economic environment.  This course examines these decisions:

· The investment decision:  How managers look into an uncertain future and decide what assets the firm will acquire based on their view of their competitive markets.
· The financing decision:  How managers obtain the capital necessary to purchase the assets they require.
These decisions are made in a market framework.  This requires that we also understand the major aspects of markets and how they influence these decisions.

Aspects of market-based decisions:

A market is a structure within which individuals and institutions buy and sell goods and services.  This is a simple concept; however, it has tremendous—and often unrealized—implications for those making corporate managerial decisions.  The following implications will be woven into this course.
· Market values:  Companies operates in a market environment.  Choice and competition exist in this environment and affect all decisions, even those that may appear strictly internal to the company. Managers must value projects from the viewpoint of those outside of the company whose choice determines the company’s survival and profitability:  investors and customers. 

· Cash flow:  There are several classes of information available to managers:  internally-focused information for control, externally-focused information for reporting, accounting information that follows specified procedures, economic information for financial asset pricing, etc.  While all information has the same ultimate focus—to measure the wealth effects of decisions—managers must understand how these information sources differ and when they should be used.  The selection and use of information flows is guided by the unifying concept of cash flow analysis. 

· Time value of money:  Interest rates exist: the value of a dollar expended today is not the same as a dollar received in three years.  Managers must be able to relate investments made in the current period with cash inflows expected to be received from investments at a future point in time.

· Risk:  Projects extend into an uncertain future.  Managers must develop procedures for factoring this uncertainty into cash flow estimates and into the interest rate used to relate cash flows at different points in time. 

· Opportunity cost:  All projects must provide an acceptable rate of return.  This return, often called the required rate of return, the discount rate, the hurdle rate, etc, is the opportunity cost—the basis for all decisions.  Managers must determine the acceptable rate of return for their projects.
Course performance objectives: 

In this course we take these important concepts and translate them into specific skills that you can apply in your career.  These include: 
· Identify the forces that a market economy generates and understand how these forces shape a firm’s structure and decision-making process. 

· Draw on the substantial amount of information available to make decisions.  This includes the basic financial statements of a business and other important internal and external information concerning its operations.

· Determine and use an opportunity cost.  This is the most important concepts in financial decision making!  Use market information and a market-based definition of risk to determine the hurdle rate/required rate of return for an asset and apply this rate to determine a project’s economic profit: it’s Net Present Value.

· Be able to phrase the cash flows developed by a project through time, and apply an opportunity cost to determine whether the project would be a profitable one.

· Understand how a firm raises capital via debt and equity and how the capital markets influences the way projects are evaluated.

The class schedule is covered in Appendix A of this syllabus. Appendix B provides specific assignments.

A Cooperative Effort:
I hope that this course will be an important element of your education.  I am most interested in your thoughts and how you are developing in the course and welcome your comments as the course progresses--with your feedback the course will be a better career-developmental experience for you and your fellow students.  This is especially important this semester, as I am using a new text in this course.  Also, if at any time what is expected of you is unclear, if you are having problems with specific assignments, or have other difficulties with the course please see me.  
Course Evaluation
The course evaluation consists of three tests plus instructor evaluation.  

Three Tests:   


Purpose:  The tests in the course focus on selected major areas of finance.  The tests form the major part of your evaluation and allow both you and me to evaluate your progress in the course.  This on-going feedback is crucial for your success in the course.  Each part of the course builds on what has gone before.  For example, if you do poorly in the first, test, you probably will not have the foundation to do well on the second test.


Value:  The points for each test are: Test 1 (in class) 30%; Text 2 (in-class) 30%; Test 3 (during final exam period) 40%.



Procedures:  Appendix C of this syllabus discusses these tests.  There will be a consolidated final for my sections of Finance 357.  The final for this course will be on Friday, May 11, 7-10pm
Grade Adjustments

Purpose: In the past a very few students have not cooperated with me in the administering of the course.  To minimize such occurrences, I may, at my discretion, penalize students by subtracting points from their grades for certain occurrences. 


Procedures:  Appendix D of this syllabus discusses these grade adjustments.
Course Policies and Procedures

Prerequisites:  


I assume that you have a comprehensive understanding of accounting theory and an understanding of the basic economic concepts.

Course Policies


The second edition of the text is acceptable for this course.  The assignments for the second edition are contained in our Blackboard site under Assignments.  The second edition solutions to the end-of-chapter problems are contained under Course Documents in our Blackboard site.


"Make-up or extra work" to improve your grade is not possible.  Your final letter grade is determined solely by your scores on the tests, other course work, and my evaluation of your class participation.  In addition, no special considerations concerning your general academic situation can be offered.  The final grade in the course, once assigned, will not be changed except in the event of a recording error.


You are responsible for all material assigned.  Do not construe any guidance that I give as limiting what you are responsible for except as I explicitly state in an email to the class that certain material will not be covered on a test.


To be fair to all of my students, I will answer questions concerning the test only in class where all students can benefit from the answer.


Any individual suspected of cheating will be disciplined to the maximum extent possible.  Storing information other than formulae in a calculator used in a test is cheating.  By teaching this course, I have agreed to observe all of the faculty responsibilities described in that document. By enrolling in this class, you have agreed to observe all of the student responsibilities described in that document.  If the application of that Policy Statement to this class and its assignments is unclear in any way, it is your responsibility to ask me for clarification.  Policy on Scholastic Dishonesty:  Students who violate University rules on scholastic dishonesty are subject to disciplinary penalties, including the possibility of failure in the course an/or dismissal from the University.  Since dishonesty harms the individual, all students, and the integrity of the University, policies on scholastic dishonesty will be strictly enforced.  You should refer to the Student Judicial Services website at http://deanofstudents.utexas.edu/sjs/ or the General Information Catalog to access the official University policies and procedures on scholastic dishonesty as well as further elaboration on what constitutes scholastic dishonesty.

If you do not attend a class it is entirely your responsibility to determine what you have missed, including any administrative announcements I may have made.


Any general, scientific or business calculator can be used in the tests.  However, from the outset, it should be emphasized that the calculator cannot replace an understanding of the problem solving process.


Cell phones or other communication devices of any type may not be used during the test.

The University of Texas at Austin provides upon request appropriate academic accommodations for qualified students with disabilities. For more information, contact the Office of the Dean of Students at 471-6259, 471-6441 TTY.
Blackboard

The class will make use of a web-based web site using Blackboard, part of The University's e-University Initiative. The Undergraduate Business Dean provides the following notice:  

Password-protected class sites will be available for all accredited courses taught at The University. Syllabi, handouts, assignments and other resources are types of information that may be available within these sites.  Site activities could include exchanging e-mail, engaging in class discussions and chats, and exchanging files.  In addition, class e-mail rosters will be a component of the sites. Students who do not want their names included in these electronic class rosters must restrict their directory information in the Office of the Registrar, Main Building, Room 1.  For information on FERPA related issues see http://registrar.utexas.edu/students/records/ferpa/ 

Study Guidelines

There are two primary resources for the course

· The overheads and the class notes contain the important points in this course.  I have identified the most important points for discussion in class.  I also know what elements of the material are more difficult for students to understand and use the class meetings to make them clear in class.  I have also developed examples that will make the text materials more understandable.  

· The text is an excellent one, and provides a well-written, detailed structure for your efforts. It covers the materials in more depth than we can cover in class and provides many definitions, descriptions and examples that provide a comprehensive treatment of each topic.  It is also acceptable to use the second edition of the text.  Assignments and solutions are available for the second edition on our course Blackboard site.
You need to integrate the information contained in the above resources, understand what you are studying, whether it is conceptual or analytical, and apply it not only within the context of the course, but also to current business issues and topics covered in your other courses.  Be an active student. 


Ask yourself such questions as:


i)   
What is the purpose of this concept or formula?


ii)  
Why is it important?


iii) 
How does the instructor or author demonstrate its importance?

iv) How does it "fit" with what you have studied so far--either in this class or in an earlier class?

Rephrase the information in your own words.  Develop your own examples.  Form study groups and discuss finance among yourselves.

You should examine each chapter once right before it is discussed in class.  I will discuss the major elements of the chapter and integrate it with other course material and other materials from other courses, but I do not have the time to discuss everything you need to know.  Read the chapter thoroughly after the topic is covered in class, and then answer the concept questions and quantitative problems, being sure to connect what these problems are focusing on with what we discussed in class and what is contained in the chapter.  If you are having trouble with a concept/problem, see the TA or me as soon as possible.

You should work the problems in the assigned chapters.  You do not have to hand in the solutions; however, I encourage you to thoroughly work through them.  The test problems will appear simpler for those who work these questions.  Any amount of reading of the chapters will not help you consolidate the material if you don't work out the problems.  I will give more specific guidance concerning these problems as the semester progresses.

Supplemental Materials

There are three packets of course materials that provide important support for our course.  They are available on our BlackBoard site and also for purchase at the GSB Copy Center.

Packet 1: Class Notes.  These notes are the foundation of the course.  They are aids in helping you connect the various issues discussed in class and also allow you to focus on the class discussions.   

Packet 2:  Solutions to End-of-Chapter Questions.  The solutions to all assigned end-of-chapter concept questions and problems are provided to enable you to check your work.  


Packet 3:  Supplemental Readings.  These are readings from the business press that elaborate on points made in class.  The readings are keyed as to their importance:


Key:


1:  The article is very important and you should study it as you would the text


2:  The article contains major points that you should understand. 

3:  The article contains useful information, but is not a formal part of the course assignment.
During the course of the semester I will distribute additional readings that support our class discussions.  
Finance Lab
The Finance Department sponsors a Finance Lab for students enrolled in all sections of Finance 357.  The staff in this lab can answer many of the questions concerning the end-of-chapter questions and other textbook related questions.  Details of the labs operations will be announced later on in January.

Appendix A: Fin 357: Business Finance—Spring 2012 Course Schedule

Monday-Wednesday classes

The dates in this schedule are approximate:  the actual pace of the class will determine the speed of the course.  
Part I: The Business Firm

Dates

Subject



Jan 18

Course Introduction

Jan 23

Topic 1.  The market-based economy  

Jan 25

Topic 2.  Corporate goals  

Jan 30



Part II: Value

Dates

Subject



Feb 1

Topic 3.  The Income Statement


Feb 6

Topic 4.  the Balance Sheet and accounting value
Feb 8 

Topic 5.  Economic value
Feb 13
Topic 6.  Cash flow skills
Feb 15

Part III: Valuing Financial Securities 

Dates

Subject
Feb 20
 Topic 7.  Valuing long-term debt

Feb 22
Test 1 (Topics 1 through 6)
Feb 27
Topic 8.  Valuing equity
Feb 29


Part IV: Valuing Real Assets

Dates

Subject
Mar 5

Topic 9.  Capital budgeting:  Investment decision rules
Mar 7


Mar 12-16
Spring Break
Mar 19
Topic 10.  Capital budgeting: Cash flow analysis

Mar 21
Topic 10.  Capital budgeting: Cash flow analysis (Continued)
Part V: Risk

Dates

Subject



Mar 26
Topic 11:  Capital budgeting:  Strategy and analysis

Mar 28

Apr 2

Test 2 (Topics 7 through 10)
Apr 4

Topic 12.  Risk and return: Assets and portfolios
Apr 9

Topic 13.  Risk and return:  Opportunity cost and CAPM
Apr 11


Apr 16
Topic 14.  Cost of capital

Apr 18


Part VI: Other factors affecting stockholder wealth 

Dates

Subject

Apr 23
Topic 15.  Market efficiency

Apr 25
Apr 30 
Topic 16.  Capital structure and firm value
May 2
May 11
Third Exam (Topics 11 through 16)

Appendix B: Fin 357: Business Finance—Spring 2012 Course Assignments

The major elements in the course are divided into sixteen topics.   Each topic has four or five comments.



Main Issue:  This is the major question highlighting the focus of the topic and indicating why it is important to you as a business decision-maker



Readings:  Most of the readings are from the text.  A few topics have additional supplemental readings.  I may add short articles from the business press to your reading assignment as the semester progresses.



Questions and Problems:  These are the minimum you should do! I recommend you work all the questions and problems at the end of the assigned chapters.  If you cannot, the listed problems are those that you must work to ensure that you have a good grasp of the materials.  Make sure that you understand the logic involved in the problem, not just its mechanics. 

Study Comments:  These are suggestions that will help you as you study the materials.    

Part I: The Business firm

Course Introduction




No assignment

Topic 1.  The Market-based economy:  

Main Issue:  What forces shape corporate decision-making?

Reading:  Text:  Chapter 1: Sections 1, 3


   Supplemental readings 

Concept Questions: Chapter 1: 1, 6
Questions and Problems:  None


Study Comments: You should understand the market framework that underlies business decisions before you examine the basics of financial management.  I thus split the text’s Chapter 1 materials into two topics.  Please read the assigned chapter sections before coming to the appropriate class.  You may then study Chapter 1 in depth after we’ve finished Topics 1 and 2 in class.

Topic 2.  Corporate goals  

Main Issues:  What is the goal of a corporation?


Reading: Text, Chapter 1: Sections 4, 5, 6



Supplemental readings
Concept Questions: Chapter 1: 2, 3, 4, 5, 7, 8, 9, 10
Questions and Problems:  None

Study Comments: Once we have finished Topic 2, you should go back and study Chapter 1 in its entirety.  You will better see how the text sessions are interrelated.

Part II: Value


Topic 3.  The Income Statement

Main Issue:  How are managerial decisions reflected in the Income Statement?

Reading:  Text, Chapter 2


Text, Chapter 3 Sections 1, 2, 6

Supplemental reading
Concept Questions:  
Chapter 2:  1 through 10




Chapter 3: 1, 2, 6, 14
Questions and Problems:  
Chapter 2: 1 through 22





Chapter 3: 15, 18
Study Comments:  Managers use two information systems—accounting and economic (cash flow).  These are interrelated and you can’t understand one without studying the other.  In this topic we introduce accounting information.  We must understand the basic logic and structure of accounting as contained in the main accounting statements.  We must also be able to use these statements to identify specific characteristics of the firm being analyzed. Accounting values are the basis for developing cash flow information used in economic valuation, the subject of Topic 5.  Our Topics 3 and 4 cover the same information as Chapters 2 and 3 of the text; however, while the text discussions are technical in nature, our class discussion covers the decisions underlying the accounting numbers, so I recommend that you fully understand the class discussion and then tackle the readings.  I am also splitting this discussion into two topics to make the material a bit more digestible; however, the income statement, balance sheet and cash flow statements are part of a unified view of the firm and we can’t truly separate them out.  Therefore readings assignments are the same for Topics 3 and 4.  Once we’ve finished our class discussions you may study the two chapters in depth.
Topic 4.  The Balance sheet and Accounting Value

Main Issue:  How does accounting determine value?

Reading:  Same as Topic 3
Concept Questions:  Same as Topic 3
Questions and Problems:  Same as Topic 3
Study Comments:  Whereas Topic 3 focuses on measuring performance, Topic 4 focuses on accounting value.  The discussion of accounting value as represented in the Balance Sheet will be brought up again at the end of our discussion of Economic Value in Topic 5.  We need to understand the differences in these two information systems in order to understand why economic value is more useful in project analysis.  
Topic 5:  Economic value  

Main Issue:  How do managers evaluate projects?

Reading:  Text, Chapter 4: Section 4.1.

Concept Questions:  None

Questions and Problems:  None

Study Comments:  This topic sets out the logic and process of economic evaluation.  Even though this is a short reading assignment, it is very important. The process introduced here allows us to quantify economic decisions and is the foundation for all valuation calculations.  
Topic 6.  Cash flow skills



Main Issue:  How do managers handle complex cash flows?

Reading:  Text, Chapter 4: Sections 2 through 6


Supplemental reading
Concept Questions:  Chapter 4:  1 through 10

Questions and Problems:  Chapter 4:  Odd-numbered problems 1 through 50

Study Comments:  You must be able to evaluate an investment’s cash flow and identify the time-value techniques necessary to simplify these cash flows, converting them into a form amenable for NPV analysis.  Practice is essential!  I suggest that you work two or three problems and then check your answers to see how you did.  Look for the logic behind the solutions, not just that you have the right answer.  Then attempt the next three problems.  The problems seem to get more difficult as you progress through the problem set; however, the while the later problems seem very complex, they are really based on only a few basic types of time-value calculations.   If you work through the odd-numbered problems and still have difficulties, see me and let’s talk over how you’re approaching this topic.  You can then attempt the even-numbered problems.

Part III: Valuing financial securities

Topic 7.  Valuing Long-term debt
Main Issue:  How do investors value bonds?

Reading:  Text, Chapter 5


Supplemental reading
Concept Questions: Chapter 5: 1 through 18
Questions and Problems:  Chapter 5: 1 through 22

Study Comments:  This topic allows you to apply the basic valuation concepts of Topic 5 and the time value concepts of Topic 6 to value a financial security.  Bond values are determined by two major factors (1) the interest rate, which is determined by market conditions, and (2) the default risk of the bond, as reflected in the bond rating.  Ensure that you go beyond time-value calculations to truly understanding these factors.   There is a substantial amount of descriptive material that we will not cover in class, but that you should study carefully.

Topic 8.  Valuing equity
Main Issue:  How do investors determine stock prices?


Reading:  Text, Chapter 6

Concept Questions:  Chapter 6: 1 through 12
Questions and Problems:  Chapter 6: Odd numbered problems 1 through 28
Study Comments:  The stock price is the major connection between the corporation and the stockholder.  The constant growth model is the basic framework for stock valuation: you should understand it well.  Our discussion of growth stock, income stock, EPS and P-E ratio is crucial for an understanding of the stock markets.  There is a substantial amount of descriptive material that we will not cover in class, but that you should study carefully.

Part IV: Valuing real assets

Topic 9.  Capital budgeting:  Investment decision rules
Main Issue:  How can managers identify wealth-increasing projects?

Reading:  Text, Chapter 7.

Concept Questions:  Chapter 7: 1 through 14
Questions and Problems: Chapter 7: 1 through 23

Study Comments:  This topic introduces five evaluation methods.  Each of these evaluation methods gives a decision rule to determine whether a project should be adopted. You should understand how these evaluation methods are used and be able to compare their strengths and weaknesses.  You should also understand the situations when they can be properly used and when they might give inappropriate results. 
Topic 10.  Capital budgeting: Cash flow analysis


Main Issue:  How can managers identify and organize cash flows for analysis?


Readings:  Text, Chapter 8

Concept Questions:  Chapter 8: 1 through 12
Questions and Problems:  Chapter 8: 1 through 32

Study Comments:  The focus here is on setting up a timeline that contains the cash flows involved in a capital budgeting project.  This involves identifying what cash flows are relevant and where they occur in time.  Just as important, you must also know what cash flows and accounting numbers are irrelevant.  In this topic I add a couple of techniques that give you a better set of skills with which to approach capital budgeting problems.   Finance majors should work all problems in the chapter—you’ll really appreciate this when you hit Fin 370!

Topic 11. Capital budgeting:  Strategy and analysis

Main Issue:  How do managers apply capital budgeting techniques in an imperfect world?

Readings:  Text, Chapter 9

Concept Questions:  Chapter 9: 1 through 10
Questions and Problems: Chapter 9: 1 through 10

Study Comments:  There is a major issue that managers must address in applying the capital budgeting techniques presented in Topics 9 and 10:  How do managers take into account that our future cash flow estimates are uncertain? 

Part V: Risk


Topic 12.  Risk and return: Assets and portfolios
Main Issue:  What is diversification?

Readings:  Text,
Chapter 10



Chapter 11: Sections 1, 2, and 3 

Concept Questions:  Chapter 10: 1 through 10
Questions and Problems:
Chapter 10:  1 through 20





Chapter 11: 1 through 9

Study Comments:  The risk and return material is covered in several class sessions and two chapters in the text.  There is, however, a linear progression of concepts from the initial discussion of risk and variability in Topic 11 to Topic 12’s development of a financial model that allows managers to calculate the opportunity cost to use in NPV analysis.  Here are some specific comments to guide you through this material.

· I do not expect you to memorize the statistics contained in the first part of Chapter 10; however, you should understand the historical record of returns for various types of financial securities.

· The concept of covariability underlies the entire risk-return discussion.  You should understand this concept and how it is used throughout our discussion.    

· This topic contains important statistical concepts, introduced in your stat course.  You should refresh your understanding of these concepts so that you can follow the relationships developed in this Session.

· This topic contains a substantial amount of quantitative materials.  Some of the quantitative discussion is used to develop our understanding of diversification, some to develop specific results that are used to make business decisions.  I will specify in class the quantitative procedures that you should master.

Topic 13.  Risk and return:  Opportunity cost and CAPM
Main Issue:  How can managers calculate the opportunity cost for a project?

Readings:  Text, Chapter 11: Sections 4 through 10

Concept Questions:  Chapter 11: 1 through 14

Questions and Problems: Chapter 11: 10 through 33

Study Comments:  There are two major transitions in this discussion:  (1) the change in our definition of risk from variance to beta and (2) the segue from beta by itself to beta’s use as part of the opportunity cost’s risk premium.

Topic 14.  Cost of capital
Main Issue:   How does the firm’s capital structure affect projects’ opportunity cost?
Readings:  Text, Chapter 12

Concept Questions:  Chapter 12: 1 through 10
Questions and Problems:  Chapter 12: 1 through 15

Study Comments:  There is a major connection between the required returns on the firm’s debt and equity in the capital markets and the discount rate used in capital budgeting projects. The degree of this connection depends on whether the project’s risk matches that of the firm’s existing assets.  
Part VI: Other factors affecting stockholder wealth 

Topic 15.  Market efficiency
Main Issue:  Do stock prices reflect managers’ decisions?

Readings:  Text, Chapter 13


Supplemental readings
Concept Questions:  Chapter 13: 1 through 28
Questions and Problems:  None

Study Comments:  Our entire treatment of financial management is based on a market framework.  The connection between the market participants’ evaluation of managerial decisions and the company’s stock price is an extremely important one.  

Study Recommendations:  There is a lot of controversy on the EMH.  Think through these issues and make your own determination on the markets that you face and a manager and as an investor.
Topic 16.  Capital structure and firm value

Main Issue:  Can managers use debt to increase stockholder wealth?

Readings:  Text, Chapters 14, 15

Concept Questions:  
Chapter 14: 1 though 10





Chapter 15: 1 through 10
Questions and Problems:  
Chapter 14:  1 through 16





Chapter 15:  1 through 8

Study Comments:  The material in the two chapters assigned is interrelated so I am covering them in one topic.
Appendix C: Fin 357: Business Finance--Spring 2012 Tests

Time and venue:

 Our in-class tests will be given during normal class hours on the assigned days. 
The date for the final exam is Friday, May 11, 7-10pm.  This is the date and time that will appear on the final exam schedule published at the end of the semester.
Procedures:

I will distribute a formula sheet for use in this course.  This formula sheet is also posted on our Blackboard site.  You will be provided a copy of this formula sheet for each test, so you do not have to memorize formulas.  However, several formulas that we use have substantial economic logic that should be understood.  We will examine those formulas as we progress through the course.


In addition to the formula sheet, time value tables and scratch paper will be provided with your test.   You need only bring a couple of No. 2 pencils a hand calculator. Students taking each test must bring a picture ID to the test session.

Test format:

The tests consist of matching, fill-in-the-blank, short essay and quantitative problems. This appendix contains samples of test questions.  Answers to these questions are posted in the class Blackboard site.  The text also contains both conceptual questions and quantitative problems that are excellent preparation for the test.

· Fill-in-the-blank and matching questions:  One of the basis requirements in learning any area of study is mastering the terms and simple relationships that form the language of the discipline.   The tests use fill-in-the-blank and matching questions to ensure that you develop your understanding of the terms used in international finance.  These questions make up approximately 30% of each test.

· Short essay:  There are several important economic relationships that guide business decision making.  The tests use short (one or two handwritten pages) essays that require you to explain a relationship, compare/contrast topics examined in the course or require you to apply what you have learned to a business situation.  This question makes up approximately 15%-20% of each test.

· Quantitative:  Finance consists of logical relationships.  Because managers’ final objective is to create value measured in dollars, these financial relationships are quantified.  However, finance is not just plugging numbers into equations.  You must understand what relationships govern a specific business or economic situation and what metrics you can calculate to guide your decision.  The test problems contain simple situations that require you to identify a decision that you must make and develop and use calculations to guide you in making that decision.  These problems do not just replicate problems that you’ve worked as homework, but rather demonstrate that you can apply a logical process to quantitative decision making.  These problems make up approximately 50%-65% of each test.

What is a good answer?
The tests are formal evaluations where you demonstrate your skills and knowledge to me.  I will grade only what you present to me and only complete answers will receive full credit. Partial credit may be assigned, but generally only for certain problems.   Here are some examples of proper and incomplete/incorrect answers.

Fill-in-the-blank and matching    

Here are two answers to a question:


1. The __secondary market__ is the market in which a financial security is traded among investors.


1. The __financial market__ is the market in which a financial security is traded among investors.


Discussion:  The first answer is the correct one.  In the class discussions and the text the capital markets are divided into two segments:  the primary market, where firms issue financial securities, and the secondary market, where investors trade previously-issued securities among themselves.    The second answer is too general given the specific information contained in the question.  Examine each question carefully for all bits of information that I give you and be sure that you place the question in the proper context.

Essay

 I give two pages for you to write your essay.  Generally, the good answers take up most of this space; however, I am interested in quality and completeness, not just quantity.  Your answer must cover all of the major issues that the question specifies.  You should answer the question as thoroughly as you can.  Grading on this question is relative, in that I review the tests and then use good student answers as a basis for assigning points.  This ensures that there will be several exams that receive the maximum possible points.

Here is an essay question from a past semester:

10.  Most major businesses in the developed world are organized as corporations.  Why?

Businesses exist in a market environment characterized by consumer choice which leads to competition.

In this competitive market, only efficient businesses will survive.

Businesses are efficient if they take only the resources/inputs needed to produce outputs (goods and services) that are demanded by the consumer and are able to raise large amounts of capital. 

The business organizational form is an important determinant of efficiency.

Corporations are separate legal entities before the law. While not natural persons, they can enter into contracts separate from their owners.  Given this structure, corporations are superior at

Organizing large collective efforts


Specialization:  



Separation of ownership and management 




Managers: With professional managers, can have complex organizations that allows specialization of functions




Owners:  they are the residual holders who have a stake in efficiency.


Raise large amounts of capital. The separate legal status of the corporation allows

Limited liability.  The corporation takes on contracts/liabilities separate from its owners, the stockholders.  The stockholders thus can loose no more than their investment in the company.

Unlimited life.  As the corporation exists separate from its owners, it can take on long term contracts, such as debt and equity, with no regard to the natural lives of its owners.

Transferability of ownership:  As ownership is separate from management, it can easily be transferred without affecting the direct operations of the company.  This encourages more individuals to own stock.

There are downsides to businesses:


Organizational costs and complexities


Agency problems and costs.

Discussion:  Two student answers are attached to this syllabus.  The first is an excellent response that covers the major elements that I asked for.  The student explains the terms used, has a logical flow of ideas, and generally demonstrates a command of the topic.  The second test lacks major elements of the topic and does not properly explain those that are mentioned.  

Quantitative problems

In most of the quantitative problems there is a space for you to write your answer.   In addition, you must show your work to receive credit.  The work shown must be sufficient for me to see the logic that you used to solve the problem.  This will also help you work through the problem and not make mistakes.  Solutions without the demonstration of work will receive half credit.  On some problems, partial credit will be awarded.  Here is a quantitative problem from a previous semester.
16.   (15 points)  You have just purchased an old house, and immediately discover that the front porch must be replaced.  Your contractor, Big Shot Construction, has submitted its bid of $17,000, with a $4,000 down payment and the balance financed at equal annual end-of-period payments over 25 years computed at an annual rate of 12% per year. 

a.  (10 points)  If your alternative was to borrow from your bank at an annual rate of 8%, what is the present value of this bid?


ANSWER:____$21,693.58___________








$13,000 = A(7.8431)













$17,693.58 = $1,657.51(10.6748)



Total bid value is:  $4,000 + $17,693.58 = $21,693.58

b. (5 points) Just as you are ready to sign, the contractor asks to keep the payments annual, but change the terms to monthly compounding.  He assures you that the stated annual rate would remain at 12%.  How would this change affect you?

ANSWER:___increase to 12.68%__________

This change would increase the effective interest rate on the loan.
EAR = (1+r/m)m -1 = 1+12/12)12 -1 = (1.01)12 = .1268

Discussion:  Three student answers are attached following the student essays.   The first answer clearly shows all work and answers the question.  The second answer does not show all work and does not fully answer the question.  The third answer shows confusion in the student’s approach to the problem that makes it difficult to follow the solution and thus determine partial credit.  Always think through the problem before you begin your calculations.
Grading:


The grade on each question will be the result of the grader's evaluation of your answer based on the test key and the general response of the class to the question.  This evaluation will take into account not only the presence of key terms but also the degree to which the student has demonstrated an understanding of the issues involved in the question.  The grade assigned is an informed and final evaluation, not the beginning offer in a bargaining process.  In many items partial credit will be awarded.

For each test, I will indicate a tentative letter grade for your test score.  However, the final letter grade will be based on a relative frequency distribution (percentile ranking) of the total points accumulated over the entire summer.  This approach implies that your final grade will be determined by the relative performance of the entire class.  That is, there is no predetermined standard as to what constitutes an A, B, C, etc.  (e.g., the cutoff for an “A” may be below the 90th percentile ranking).  You should therefore be careful about the cutoffs during the semester—you are not locked into a letter grade and if you are, for example, skirting the low-end of the B cutoff on the in-class tests you could easily slide into a course grade of C. Because of this relative ranking, questions about what your grade or standing in class is cannot be answered until all tests have been taken and graded. This also means that just being above the cutoff for a letter grade in a specific exam does not guarantee you that these letter grades will average out to give you a given letter grade in the course.  

Grades for each test will be posted on our class BlackBoard site. 

Test reviews:


Some class time may be allocated after each in-class test for a review of that test.  The purpose of this review is to reinforce the concepts covered in the test. 

Tests will not be returned.   After each test has been graded, designated times will be set aside for students to individually review their exams.  Students who cannot make these times should see me to schedule a review time.  After that time, they will be stored and not available for review.



Students who disagree with the grade assigned may, after the special review sessions, request a regrade of a question in the examination.  This request must be in writing (email is OK), giving the question in contention and the reason why the student feels that the answer given is correct.


I will not entertain and requests after the end of the test review period. 

Test Policies


Students missing a test without my prior permission will receive the lowest grade awarded to students taking that test.  Students missing a test with my permission will have the points for the missed test added to their final test.   As an example, if you miss the second test, the points of that test will be added to the last test.  In addition, I reserve the right to give a last test that differs from that given to the students who are taking the regular third test.  


Requests for excuse from a test must be made in writing and, except for extreme emergencies, prior to the test.

It is not necessary to purchase a special financial calculator for this course; however, calculators used in this course should have exponent, root and IRR functions.  

Students may not use any communication devices in lieu of calculators on the tests.


I will give notice when the time for an exam has expired.  I will give two minutes for students to complete their work and turn in their exams.  Students who do not turn in their tests by the time I have indicated will have 5 points deducted from their test grade.


For quantitative problems you must show your work so that I can follow the logic that you use in approaching the problem.  Students who only give a correct final answer without showing their work will receive half credit for their answer.


To be fair to all of my students, I will answer questions concerning the test only in class where all students can benefit from the answer.

Finance 357

Sample Exam

The following is not an exact replica of a specific exam, but rather provides examples of the type of questions you will have on the test.  The material will also vary depending on the topics being covered on the tests.  The solution to this sample test is posted on BlackBoard under documents.  

Fill in the Blank

Write in the proper work or words in the space provided.  The word(s) you select must be the proper ones as used in class and in the text.  Each question is worth 2 points.
1.
_____________________ represents the proportions of the firm’s financing from current and long-term debt and equity.

2.  
An __________________________ is a sequence of uninterrupted, equal cash flows for a given period of time with the payments occurring at the end of each period.
3.  
The  _______________________ is an accounting representation of the firm’s value as of a particular date.

4.  
The future value of a dollar __________________ as the interest rate increases and _________________ the farther in the future an initial deposit is to be received.

5.
Opportunity cost has two elements, the  _______________ and the ___________________.

6.
Increasing the rate at which an annuity’s cash flows are compounded will  ______________________ the future value of that annuity.

Matching

Match the proper word or words with the statements by writing in the appropriate letter in the space provided next to the statement.  Please note that there are more words than statements, so be careful and choose the best word for each statement.  Each question is worth 2 points.

7.
_____Exists for buying and selling financial securities among investors.
8.
____ Permits shareholders to give away or sell their shares to anyone they choose.

9.  
____ Seeking an immoral gain from others via deception, deceit, theft.
10.
____ Concerned primarily with the firm's accounting activities.

11.
____ Measures the economic return earned on an investment.

12.
____A noncash expense that is an allocation of the historical cost of an asset over its economic life.

A.  Controller


B.  Coupon rate
C.  Depreciation

D.  IRR


E.  Limited liability
F. Limited liability

G.  NPV


H.  Par value
I.  Opportunism
  

J.  Put bonds


K.  Secondary market
L.  Strict market

M.  Transfer rights

N.  Treasurer
O.  Weak market

P.  Zero coupon bond
Short Essay

Give a concise but complete answer to the following questions.  Your answer should not exceed the space provided.  The value of each question is as stated. (These are samples of several old exam essay questions.  You will generally have only one question on a test.)
13.  
What are agency costs?  How does the board of directors function as a device to control these costs within a corporation?

How would an increasing interest rate affect the present value and the future value of a lump sum to be received in two years?

We have discussed how in a market economy firms must compete for the consumer’s choice.  Compare a proprietorship and a corporation as to their ability to compete for the consumer’s patronage.

Your aunt is having problems with her business. After talking with her, you realize that she is not approaching her business decisions from an economically logical point of view.  You decide to write a brief note to convince her that using NPV analysis would help her make better decisions.  Your note should explain what NPV is, what it is based on, what it measures, how it is calculated, and why it is a useful way to analyze business opportunities.  

Problems

Solve the following problems.  Partial credit may be awarded depending on the nature of the problem.  To obtain credit for any problem you must neatly show all work and must write the answer in the space provided.  You must also explain your answer if required by specific problems.  You may use a financial calculator, but you must show the logic that you used to answer the problem, including time lines and equations.  Each problem is worth the number of points stated.
14.
A beach house in southern California now costs $350,000.  Inflation is expected to cause this price to increase at 5% per year over the next 20 years before Louis and Kate retire from successful careers in commercial art.  How large an equal annual end-of-year deposit must be made into an account paying an annual rate of interest of 12% in order to buy the beach house upon retirement?

15. 
A project requires an initial outlay of $2,163 and produces cash inflows of $600 for each of five years.  If it has a zero net present value and the risk-free rate is 6%, what is the implied risk premium?

16. 
Mr. Arthur recently purchased a block of 100 shares of Bingham Corporation common stock for $6,000.  The stock is expected to provide annual end-of-period dividends that begin at $400 and grow at 2% per year indefinitely.  Assuming a discount rate of 8%, is this a good investment?  Why or why not?

17.
You have just taken out an educational loan for $8,000.  Although no interest will accrue while you are a student, once you graduate you will be paying 10% each year on the remaining balance.  If the entire loan plus interest must be repaid in 3 equal annual installments which include both principle and interest, with the first payment being made one year after you graduate, how much will your annual payments be?

Appendix D: Fin 357: Business Finance--Spring 2012 Grade Adjustments

While you primarily bear the consequences of your actions in this course, your actions may also have a direct effect on other students and me.  In registering for my course you are entering into a contract with me that specify the actions that we mutually agree to.  If you do not live up to your part of our agreement, you face certain penalties.  I hope that no penalties will be assigned this semester but you should, when planning your activities, keep the existence of these sanctions in mind.

· Missing exams without my prior approval: As specified in Appendix C of this syllabus.

· Failure to turn in tests when requested:  Five points deducted from that exam. 
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