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   DEPARTMENT OF FINANCE

     THE UNIVERSITY OF TEXAS AT AUSTIN
    Austin, Texas  78712-0217  •  (512) 471-4368  •  FAX (512) 471-5073

Finance 357: Business Finance Spring 2013
03335:  TuTh 8:00am-9:30am UTC 4.132
03350:  TuTh 9:30am-11:00am UTC 4.132
03365:  TuTh 12:30pm-2:00pm 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, Wednesday, 10:00am-11:00am and by appointment.

Phone Number: 471-6026


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

Teaching Assistant:  Mr. Omer Qadri

Office Hours: TBA

E-mail:  omer.qadri@mba13.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.
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 quizzes, two tests during the semester, and a final exam

Five Tests:   


Purpose:  The tests in the course focus on selected major parts of our cours.  The tests form a 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 or the final exam.



Procedures:  Appendix C of this syllabus discusses these tests. 
Final exam:  

Purpose:  The final exam is comprehensive, with emphasis on the last third of the course. 

Procedures:  Appendix C of this syllabus discusses these tests. 


Consolidated final: There will be a consolidated final for my sections of Finance 357.  The final for this course will be on Friday, May 10, 7-10pm
Prerequisites:  


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

Course Policies


"Make-up or extra work" to improve your grade is not possible.  Your final letter grade is determined solely by your scores on the quizzes, tests and final exam.  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.

No cheating.

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, as long as it had root and exponents functions.  However, from the outset it should be emphasized that the calculator cannot replace an understanding of the problem solving process.


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.

Blackboard

The class will make use of a web-based web site using Blackboard, part of The University's e-University Initiative.  Blackboard will be the vehicle for much of our course evaluation and you must be able to use it effectively.
Study Guidelines

There are two primary resources for the course

· The Class Lectures and Discussions.  The class is organized around specific learning objectives which provide the structure for the course:  they are the basis for the class discussions, assignments and tests. These learning objectives are contained in Appendix B:  Course Assignments. 
· The text is an excellent one, and provides a well-written, detailed support 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 topic once right before it is discussed in class.  In some topics I will ask you to read some of the assignments before we cover the Topic in class. In class I will discuss the major elements of the topic 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 assignments 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 assigned concept questions and problems in the text.  You do not have to hand in the solutions; however, I encourage you to thoroughly work through them.  All elements of our evaluations 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.

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:


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


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

***:  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.

Special University Notices

Students with disabilities may request appropriate academic accommodations from the Division of Diversity and Community Engagement, Services for Students with Disabilities, 512-471-6259, http://www.utexas.edu/diversity/ddce/ssd/. 
By UT Austin policy, you must notify me of your pending absence at least fourteen days prior to the date of observance of a religious holy day. If you must miss a class, an examination, a work assignment, or a project in order to observe a religious holy day, you will be given an opportunity to complete the missed work within a reasonable time after the absence.
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/ 

The McCombs School of Business has no tolerance for acts of scholastic dishonesty. The responsibilities of both students and faculty with regard to scholastic dishonesty are described in detail in the BBA Program’s Statement on Scholastic Dishonesty at http://www.mccombs.utexas.edu/BBA/Code-of-Ethics.aspx. By teaching this course, I have agreed to observe all faculty responsibilities described in that document. By enrolling in this class, you have agreed to observe all student responsibilities described in that document. If the application of the Statement on Scholastic Dishonesty to this class or its assignments is unclear in any way, it is your responsibility to ask me for clarification. Students who violate University rules on scholastic dishonesty are subject to disciplinary penalties, including the possibility of failure in the course and/or dismissal from the University. Since dishonesty harms the individual, all students, the integrity of the University, and the value of our academic brand, policies on scholastic dishonesty will be strictly enforced. You should refer to the Student Judicial Services website at http://deanofstudents.utexas.edu/sjs/ to access the official University policies and procedures on scholastic dishonesty as well as further elaboration on what constitutes scholastic dishonesty.
Please note the following recommendations regarding emergency evacuation from the Office of Campus Safety and Security, 512-471-5767, http://www.utexas.edu/safety/ : 
.. Occupants of buildings on The University of Texas at Austin campus are required to evacuate buildings when a fire alarm is activated. Alarm activation or announcement requires exiting and assembling outside. 
.. Familiarize yourself with all exit doors of each classroom and building you may occupy. Remember that the nearest exit door may not be the one you used when entering the building. 
.. Students requiring assistance in evacuation should inform their instructor in writing during the first week of class. 
.. In the event of an evacuation, follow the instruction of faculty or class instructors. 
.. Do not re-enter a building unless given instructions by the following: Austin Fire Department, The University of Texas at Austin Police Department, or Fire Prevention Services office. 
.. Behavior Concerns Advice Line (BCAL): 512-232-5050 
.. Further information regarding emergency evacuation routes and emergency procedures can be found at: www.utexas.edu/emergency.
Appendix A: Fin 357: Business Finance—Spring 2012

Course Schedule

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 15

Course Introduction

Jan 17

Topic 1.  Human nature and economic activity
Jan 22

Topic 2. Human nature and the ethics of decision making
Jan 24

Topic 3:  The corporation
Part II: Accounting Value

Dates

Subject



Jan 29

Topic 4.  Managerial decisions and the Income Statement


Jan 31

Topic 5.  The Balance Sheet and accounting value
Part III: Economic Value

Feb 5

Topic 6:  Valuing the corporation

Feb 7

Topic 7.  Economic value: riskless assets
Feb 12
Topic 8:  Economic value: risky assets




Feb 14
Topic 9.  Basic structure of time value calculations

Feb 19
Topic 10.  Applying time value techniques
Part IV: Valuing Financial Securities 

Dates

Subject
Feb 21
Topic 11.  Valuing long-term debt
Feb 26
Topic 11, continued
Feb 28
Topic 12.  Valuing equity
Mar 5

Topic 12, continued

Part V: Valuing non-financial assets

Dates

Subject
Mar 7 

Topic 13.  Capital budgeting:  Investment decision rules
Mar 11-16
Spring Break

Mar 19
Topic 13, continued
Mar 21
Topic 14.  Capital budgeting: Cash flow analysis
Mar 26
Topic 14, continued
Mar 28
Topic 15:  Capital budgeting:  Strategy and analysis

Apr 2

Part VI: Risk and the opportunity cost
Dates

Subject
Apr 4

Topic 16.  Risk and return: Single asset and portfolios
Apr 9

Topic 17.  Risk and return:  Diversification
Apr 11
Topic 18.  Risk and return:  Opportunity cost and CAPM

Part VII: The cost of capital

Dates

Subject


Apr 18
Topic 19.  Cost of capital
Apr 23
Topic 19, continued
Part VIII: Market Efficiency

Dates

Subject

Apr 25
Topic 20.  Market efficiency
Part IX: Capital Structure

Dates

Subject

Apr 30 
Topic 21.  Capital structure and firm value
May 2

Topic 21, continued
May10 
Third Exam (Topics 11 through 16)

Appendix B: Fin 357: Business Finance—Spring 2013 Course Assignments


See separate document in our Blackboard class site under assignments.
Appendix C: Fin 357: Business Finance--Spring 2013 evaluation procedures
Tests:

Venue:  The five tests will be given during the semester will be conducted online using Blackboard

Content:  The tests will contain a mix of fill-in-the-blank, matching, essay and or short answer and quantitative problems.  In any specific test not all types of questions may be used.
Notice:  The general content and structure of each test will be announced in class one week before the test.

The tests:  




           Part
                                           Percent of 
   Dates

                                                                                              course grade   



Part I:  the Business Firm
15%
February 7



Part II:  Accounting Value
5%
February 21



Part III:  Economic Value
15%
March 7



Part IV:  Valuing Financial Securities
10%
March 21



Part V:  Valuing Non-financial Assets
20%
April 18

Procedure:  Each test will be available at 7:00pm on the scheduled day.  You will have approximately two or two and one half hours to complete the test. 
Absences:  Individuals with known academic conflicts with these tests must notify me by January 25, via email.  I will arrange an alternate test in the McCombs Testing Center. For conflicts that come after that I will excuse you from the test and add the points of the missed test to your Final Exam.  Individuals missing a test without my permission will receive the lowest grade of anyone who did take the test.  If you have an ongoing event that conflicts with these dates please contact me.
A note on technology:  

Do not just wait until the last minute to prepare to take the quizzes and tests! Technological failure at the time of an evaluation is not an excuse.  As we are depending on technology to conduct the test, it is your responsibility to be familiar with Blackboard and Blackboard testing procedures, and have a sufficiently stable computer in which to take the test.  
Final Exam

Venue:  The final exam will be a paper exam conducted in a classroom as scheduled by The University Registrar.  The room will appear in The University Final Exam Scheduled posted at the end of the semester.

Content: The Final Exam will be worth 35% of the course grade and contain a mix of fill-in-the-blank, matching, essay and or short answer, and quantitative problems.  Not all of these types of questions will necessarily be used.

Date:  The final exam is a consolidated final for all three of my Finance 357 sections.  As such, its scheduling will not be determined by the meeting day of the week/time of day as single section courses.  Our final exam will be on May 10, 7-10pm.
Procedure:  The final exam is a comprehensive exam, but will concentrate to some extent on the latter third of the course and tie all of the course material together.  It will seek to evaluate your comprehensive understanding of economic decision making.  The questions will be similar to those you faced in the quizzes and tests.  There will be a limited number of questions that will fit the three-hour length of the test.  However, I assume that you do have an understanding of the material:  you will not have sufficient time to puzzle out definitions, issues, seek out unfamiliar formulae or try to recall calculations that you are not familiar with.  
Supporting documents:  Formula sheets and time-value tables will be provided with the final exam.  You need bring only writing instruments and your calculator.

Absences:  Missing the final exam is a serious issue.  Students missing the final exam without my permission will receive the lowest grade of anyone taking the final exam.  Students facing a major problem must contact me by email prior to the exam and be ready to submit independently verifiable documentation as to why they are unable to take the final exam at the scheduled time.

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 evaluation, I will indicate a tentative letter grade .  However, the final letter grade will be based on a relative frequency distribution (percentile ranking) of the total points accumulated over the entire course.  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, A- B+, B, etc.  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 several evaluations you could easily slide into a course grade of C.  The final exam will be a unique measure of your understand and will have a material effect on the course grade distribution.  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 evaluation does not guarantee you that these letter grades will average out to give you a given letter grade in the course.  

Grades for each evaluation will be posted on our class Blackboard site. 

Appendix D: Fin 357: Business Finance—Spring 2013 Guidance on test questions

Format:

The class evaluations consist of matching, fill-in-the-blank, short answer and 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 basic requirements in learning any area of study is mastering the terms and simple relationships that form the language of the discipline.   Our evaluations use fill-in-the-blank and matching questions to ensure that you develop your understanding of the terms used in finance.
· Short essay:  There are several important economic relationships that guide business decision making.  Our evaluations 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.  Some evaluations may use short answer questions, requiring a more limited response.
· 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.  

What is a good answer?
Our quizzes, tests and the final are formal evaluations where you demonstrate your skills and knowledge to me.  I will grade only what you present to me and only correct answers will receive credit. Partial credit may be assigned on the final, 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.

Here are some additional examples of these types of questions.  Solutions are contained in our Blackboard course site.

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.

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
Essay and short answer
The tests during the semester will allow you to type your answer and will allow for as much space as you need. For the final I will give you 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 essays and short answers and then use good student answers as a basis for assigning points.  This ensures that there will be several essays or short answers that receive the maximum possible points.

Here is an essay question from a past semester:

Mr. Tuttle, ERC’s owner, does not understand your recommendation. Specifically, he is not sure of the difference between economic value and NPV.  He also saw that you used something called IRR, and wants to know what it is and whether and how it could be used in this situation.  

Here are two good student answers:

To start off, economic value is the maximum dollar price someone would be willing to pay for some asset. It is quantitatively measured by the present value of future inflows that will arise because the the proposed investment. Economic value is determined by a set of factors that are important to consider in any decision. the first is opportunity cost. Opportunity cost represents the value of the next best alternative use of you time and funds than the project you are currently considering. It is quantitatively measured by a rate of return, which can be broken down into two parts: risk-free rate of return and the risk premium (to be discussed below). Opportunity costs are not important in and of themselves. Instead, they are used as relative measures. In other words, you compare opportunity costs of your various alternatives to find the best one. The next factor is<b> cash flows, as cash is king in the finance world. Cash means a company has the necessary liquidity to support operations and make investments that could lead to even higher future profits. The time value of money brings about the first rule of finance: a dollar today is worth more than a dollar tomorrow. People would prefer to receive promised money today rather than a year from today because if you invest it earlier, your return on investment is likely to be higher. Interest rates are in place to control for people’s urge to want money more today than later on. Interest rates serve as a reward for people delaying their consumption of scarce resources. It serves essentially as an incentive to invest. Interest rates also lead to productive use of capital, as people make smart decisions about what to invest in based on potential interest earned. Present value and future value calculations are used in addition to interest rates in some key decision making rules I will discuss later. The final factor is risk. This leads to the second rule of finance: a safe dollar is worth more than a risky dollar. There are risky investments in the world. In order to reward people for taking on these riskier investments, it is often necessary to reward people by offering higher interest rates, or return on investments based on how much of a risk it is. These elements are all necessary components of 2 decision making rules that firms use to determine project decisions and the overall economic desirability of an investment. To start off, net present value  (NPV) is a measure of overall wealth. It is determined by taking the present value of the expected inflows of a project and subtracting the present value of the current outflow to determine the dollar change in wealth a potential investment might create. Economic value fits into this decision rule because it is the first part of the equation. As I previously said, economic value is quantitatively valued by the present value of future inflows. One must figure out the economic value of an investment in order to arrive at the NPV, which can be used as a decision rule. If NPV is greater than or equal to 0, it is recommended that a firm accept a project. If this number turns out to be less than 0, it is recommended that a firm not take on a project. This is a steadfast decision rule companies can use to value their potential investments’ impact on their wealth. Internal Rate of Return</b> (IRR) on the other hand does not conclude in a dollar figure. It is a percent measure that is used to compare to the opportunity cost’s rate of return to see if the investment is worth undertaking. It is calculated by taking the ending value of an investment, subtracting the beginning value from this, and dividing this number by the beginning value yet again, to arrive at a percent.  If the IRR is less than the opportunity cost, the investment is overpriced/overvalued, so it is not recommended to take the investment. If IRR is greater than the opportunity cost, the investment is underpriced/undervalued, so one might consider accepting the investment. Firms like undervalued investments because it means they are getting more bang for their buck. Economic value does not directly fit into IRR, as IRR does not consider the present value of future inflows, but instead comes up with a rate that is used to then compare to the opportunity cost rate of return. A person using IRR is attempting to see how much an investment could potentially grow if undertaken. It can be implied that a favorable IRR leads to a higher economic value for a firm’s potential investment. NPV and IRR are both useful decision-making rules. However, NPV typically serves as the first choice of decision making rules if the two figures come up with opposing decision rules. While IRR does control for the size of an investment because it simply provides a ratio, NPV provides the magnitude or scale of an investment on the firm’s wealth. It measures the actual wealth change that an investment might make on a firm’s current wealth. A firm’s overall goal is to increase the wealth of the owners. Because that is the case, a direct dollar figure that shows the impact of a potential investment on the firm’s wealth makes NPV a more suitable decision rule. Overall, economic value manages to capture the future ability of a firm to increase wealth. In order to do this, a firm typically looks to invest in projects that could increase the economic value of the firm’s operations. The most useful decision making rule is NPV, as it directly shows the impact of a potential project’s impact on wealth. 

Economic value is the maximum price you would pay for an investment. In other words, it is the present value (the value of the inflows adjusted for the time factor of money) of all future inflows that the investment would bring. Economic value differs depending on who is making the investment. For example, the coffee machine has a positive inflow for Mr. Tuttle (specifically $67,227), so it has a great economic value for him. If I were to have the coffee machine, it would be useless to me as I am not selling the coffee. It would have no inflows ($0), so no economic value. This value is different from the market value because that is simply the cost required to acquire the investment.The net present value is the value of all of the inflows and outflows over the life of the project adjusted to the present day. Net present value places the time value of money on the inflows. So a dollar in one year is worth less than a dollar today. Thus, future inflows must be discounted using a discount rate (or opportunity cost) to the present day. A positive net present value is a good thing. In the case of both investments, however, the net present value was negative due to the risk of the projects, EVEN THOUGH both projects would have made money in an accounting sense.  Internal rate of return is the rate of return that makes the net present value equal to zero. Internal rate of return is a percentage (or rate, hence the name) comparing the ending value of the investment to the beginning value. In Mr. Tuttle's case, investment 2 had a beginning value of $80,000, which was the market value used to purchase the investment, and an ending value of $85,000, which was the value of the investment after 1 year. This results in a $5,000 increase in value, or (when divided by $80,000) a 6.25% rate of return. When compared to the opportunity cost of 4%, it looks like a worthy investment. However, the project was considered risky, which increased the opportunity cost to 14%. Thus, the investment would have to give an IRR equal to at least 14% to be considered. Economic value, net present value, and internal rate of return are all forward-looking financial measures that each have their own pros and cons. Economic value does not take into account the outflows required to purchase an investment. It is simply the worth of the investment to YOU. It is not often used for comparisons. NPV and IRR, however, are used to compare, both within the firm and to other firms. Whereas economic value focuses on the inflows, net present value nets the outflows AND inflows of a long lifetime of a project and adjusts them to the present day. This gives you an idea of how much wealth is gained by taking on this project, COMPARED TO your opportunity cost. A positive NPV means that you are making an investment that would get you more wealth than other comparable investments. Internal rate of return is a percentage that does not compare present values, but instead calculates the rate of return which you can compare to your opportunity costs. If the internal rate of return is greater than your opportunity cost, then you will gain wealth. IRR does not always tell the whole story though, because it does not take the scale of the investment into account. If you have a high rate of return, but your NPV is small, it may not be worth your while. All 3 of these concepts are similar in that they are forward looking measures that are interested in the wealth-creating abilities of an investment. What is so useful about them though, is how they change depending on who is making the investment. Accounting measures and market values only value the costs and do not take into account the time value of money, risk, or the value to each person. Economic values adjust costs to allow decisions to be made, with NPV and IRR being the two main figures used for comparisons. 

Here are two poor student answers:

The economic value is the max dollar price that someone is willing to pay for an asset, this is different from NPV because net present value is an evaluative measure of the increase in dollar amount.  NPV is used when making decisions to invest. The higher the internal rate of return the higher growth you can expect from the investment.  This is crucial to Mr. Tuttle's situation because he wants to get the highest possible return on his investment.  NPV and IRR fit into the concept of economic value because they can determine the amount and time to invest.  They differ from economic desirability because IRR helps you determine if the investment is worth the risk.  The present value and future value are used to calculate R of F found in opportu
IRR is used to determine the rate of return on an investment. NPV is more of a measurement for how much a dollar would be valued from an investment today as opposed to a year from now or later. Economic value is the present value of money without taking into consideration an investment. 
Quantitative problems

For the tests during the semester you will have a space for typing in your answer. For the final there will be 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
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