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Mini Case #1
A. Corporate finance is important to all managers because it teaches them to Identify and select the corporate strategies and individual projects that add value to their firm. It also teaches them how to forecast the funding requirements of their company, and come up with strategies for getting those funds.

B. Companies will a lot of times start out as a Sole Proprietorship or a Partnership some advantages of these are it is easy to form, there is no corporate income taxes and there are few regulations. Some disadvantages are these companies have limited life, unlimited liability and it is difficult to raise capital to support growth. Finally, there is a corporation which is a legal entity separate from its owners and managers. Some advantages of a corporation are unlimited life, easy transfer of ownership, limited liability and it is east raising capital. Some disadvantages are double taxation and the cost of set-up and report filing.

C. Corporations “go public” through initial public offering (IPO) by selling stock to the public. In this case they raise cash and also allow founders and pre-IPO investors to “harvest” some of their wealth. Agency problems are when managers may do what is best for themselves and not for the owners (stockholders).

D. The primary objective of managers should be shareholder wealth maximization or maximizing stock price.

1. Yes, firms have a responsibility to society because a lot of society is the shareholders.

2. Stock price maximization is good for society because most of society owns stock in some form, so when the price is maximized society will benefit from it.
3. Yes, firms should definitely act ethically because almost half of society has an important stake in the stock market in some form.

E. The three aspects of cash flows that affect the value of any investment are the amount of expected cash flows, the timing of the cash flow stream and the risk of the cash flows. The bigger the amount of expected cash flow , the sooner he cash flow stream and the less risk of cash flow are all for the better.

F. Free cash flows are cash flows that are available for distribution to all investors after paying current expenses, taxes, and making the investments necessary for growth. The three determinants of cash flows are sales revenues, operating costs and taxes and required investments in operations.

G. The weighted average cost of capital (WACC) is the average rate of return required by all of the company’s investors including stockholders and creditors.  A few things that affect WACC are capital structure, interest rates, risk of the firm and stock market investors’ overall attitude toward risk.
H. Free cash flows and weighted average cost of capital interact to determine a firm's value by the stream of annual expected future free cash flows, combined with the cost of capital, determine the value of the company.  

I. Financial assets are things like stocks, bonds, notes, and mortgages.  Some financial instruments are U.S. Treasury notes and bonds that are issued by the US government with no default risk, but the price falls if the interest rates rise.  The maturity rate is between 2-30 years and offers 5.08% interest.  Common stocks are issued by corporations to individuals and institutions and they are riskier than preferred stocks.  Their maturity is unlimited and the interest rates are between 9%-15%.  

J. The providers are people and consumers and the savers are the businesses.  Capital is transferred between savers and borrowers through a financial intermediary such as a bank or a mutual fund.  The intermediary receives funds from the savers in exchange for its own securities, and then the intermediary then uses this money to purchase and then hold businesses’ securities.

K. Some financial intermediaries are commercial banks, savings and loan associations (S&Ls), mutual savings banks, credit unions, life insurance companies, mutual funds, and pension funds.

L. There are a few different markets like the futures, spot, options, stock, commodity, money, insurance, and foreign exchange markets.  

M. Secondary markets are organized in two ways: by physical location exchange or a computer/telephone network.  Some physical location exchange markets are the New York Stock Exchange, the American Stock Exchange, the Chicago Board of Trade, and the Tokyo Stock Exchange.  And example of a telephone or computer network is the US Treasury bonds and foreign exchange.  Open outcry auction system is the way orders from sellers and buyers are matched through dealers, or by automated order matching and example of this is the CBOT.  In a dealer market, there are market makers who keep an inventory of the stock in much of the same way that any merchant keeps an inventory.  An example of this system is the NASDAQ market.  An electronic communications network posts their orders to buy and sell and the ECN automatically matches orders.  The largest ECN for trading US stocks is Instinet. 

N. The price that a borrower must pay for debt capital is the interest rate.  The price of the cost of equity consists of the dividends and capital gains stockholders expect.    The four most fundamental factors that affect the cost of money or the general level of interest rates in the economy are production opportunities, time preferences for consumption, risk, and inflation.  


O. The real risk-free rate of interest (r*) is the “base” rate of interest, which is the rate that would exist on a riskless security if zero inflation were expected; whereas the nominal risk-free rate (rRF) is the addition of the inflation premium onto r*. This is the quoted risk-free rate of interest on a security such as a U.S. T-bill. 

P. IP – The Inflation Premium is equal to the average expected inflation rate over the life of the security.
DRP – The Default Risk Premium is the difference in interest rates between a US T-bond (no risk) and a corporate bond that will inherently carry some risk. (Or, simply put, the premium placed on a security in the event the borrower defaults)
LP – The Liquidity Premium is the premium placed on a security based on how “liquid” the asset will be.
MRP – The Maturity Risk Premium is the premium on a security based on the life-span of the security. The longer the span, the higher the MRP.
Short-Term US Treasury securities would carry some inflation and liquidity premiums. Long-Term US Treasury securities would carry inflation, liquidity and maturity risk premiums. Short-Term corporate securities would carry some inflation, default risk, and liquidity premiums. Long-Term corporate securities would carry inflation, default risk, liquidity and maturity risk premiums.
Essentially, the longer the life-span of the security the more inflation risk and maturity risk is a concern, whether or not the security is a government security or a corporate determines the default risk (since gov’t securities are “immune” from defaulting.)

Q. The term structure of interest rates describes the relationship between long- and short-term rates. The yield curve is the visual representation of the term structure data.
R. Table below: 
	term
	r*
	IP
	MRP
	

	1-year security
	3%
	(5 / 1) = 5%
	0%
	8%

	10-year security
	3%
	( (5+6+8*8) / 10 ) = 7.5%
	.9%
	11.4%

	20-year security
	3%
	( (5 + 6 + 8*18) / 20 ) = 7.75%
	1.9%
	12.65%


The yield curve slopes upward because the MRP grows linearly (piece-wise) as a function of time ((t–1)/10) as does the IP which grows at 11+(8*(t-2)/t).

S. The yield of a security through a AAA company would grow faster than that of a US Treasury security simply due to the DRP on top of any IP and MRP. This growth rate would be followed by the same security if bought from a BB company, although the yield curve would increase at a lower rate.





T. The pure expectations theory is realizing that investors base their bond prices based solely on their own expectations. It’s “purely expectation”. This theory then tells us that term structures will vary wildly based on the perception of various factors by each individual investor.

U. The two largest issues when dealing with overseas investments is that of country risk and exchange rate risk. Country risk takes into account how stable and strong the marketplace is in the country. Exchange rate risk examines the financial health of the country’s marketplace as it pertains to the US Dollar (or that of the home country).
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