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Finance 453: Financial Theory and Analysis

Autumn Quarter, 2004

Professor William D. Bradford

Office: 203 Mackenzie Hall

E-mail: bradford@u.washington.edu

Phone: 543-4559

Hours:  MW 2pm – 3pm and by Appointment

The purpose of Finance 453 is to provide a conceptual foundation for analyzing the firm’s financial decisions. We will emphasize modern finance theory and analytical tools, and use them to analyze selected financial issues of the firm.  The issues include:

Financial Analysis

Investment Decisions

The Cost of Capital

Capital Structure Decisions

Financial Planning

Developing Financial Strategy

The course will be a mixture of lectures and case discussions.  We will look at the theory and focus on using the theory to make financial decisions for the firm.

The textbook is Stephen A. Ross, Randolph W. Westerfield and Bradford D. Jordan, Fundamentals of Corporate Finance, Irwin McGraw-Hill, 2003.

Your grade will be based upon three examinations and class participation.

Examination 1 = 30%, Examination 2 = 30%, Final Examination = 25% Class participation = 15%.  I will give up to three unannounced quizzes during the quarter.  Your score on these quizzes will be part of the class participation grade.  No makeups on the quizzes.  Sometimes I will distribute relevant handouts in class.  If you miss a class, you are responsible for the material covered in class, as well as getting the handouts.  

Finance 453

Autumn Quarter, 2004

Professor William D. Bradford

Class Assignments

1. 09/29 Wed.  INTRODUCTION    Spencer Company

Reading:  RWJ Chapter 2.

Learning Objectives

Derivation and Interpretation of Source and Use of Funds Statement

Derivation and Interpretation of Common Size Income Statement Calculation of Liquidity, Financial Structure and Efficiency Ratios

Derivation of Pro Forma Balance Sheets and External Funding Required   

    Using Financial Ratios

Read the Spencer Company (syllabus).  Questions:  

a. What are the causes of Spencer’s financial deterioration between 1997


      and 2000?   As a review, prepare the following to assist your analysis: a   

      source and use of funds statement, a common size income statement 

      (divide all items in the income statement by net sales), and the 

      appropriate financial ratios.

 b.  As a banker what would you decide concerning the loan request? Why?

2.   10/04 Mon. FINANCIAL ANALYSIS/FINANCIAL PLANNING

       Reading:  RWJ, Ch. 3.    

       The Spencer Company 

3. 10/06 Wed. FINANCIAL PLANNING

   Finish Spencer.  Begin Wymont Ramm.

       Reading:  RWJ Ch. 4.

Learning Objectives

Estimation of the Firm’s Cash Balance for One-Month and Six Month  

  Periods Given Operating Data

Estimation of Pro Forma Income and Balance Sheet Given Detailed 

  Operating Data           

Interpretation of Pro Forma Information in planning the financial needs of 

the firm.

Questions:

1. (a). Will Wymont Ramm have difficulty in making the $75,000 loan payment due August 1, 1991? (b) What is the firm’s probable cash on hand as of December 31, 1991?

Assume that Mr. Rosemont’s forecast of sales for the upcoming months is correct.  In making your estimates, consider that the firm’s ratio of cost of sales (and thus purchases) to sales for the last six months is the same as for the first six months.  Remember that in July, you will collect the receivables on hand at the end of June plus part of the July sales.

2. See if you can estimate a pro forma income statement and balance sheet as of yearend 1991 given your projections.  Don’t spend too much time on this part, since we will do most of this in class.  Think about where you would start, and the items that would give you the most difficulty.

4. 10/11 Mon. FINANCIAL PLANNING/INVESTMENT DECISIONS

Finish Wymont Ramm.  Lecture on Investment Decisions. Begin Hon Hao Toys. Reading:  RWJ Chapters 9 and 10.

Learning Objectives

Calculation of an investment’s after-tax cash flows, given: a) the investment’s depreciation schedule, b) working capital required for the investment, c) the firm’s tax rate, and d) operating flows associated with the investment.  Measurement and interpretation of  the internal rate of return, net present value, and payback period. How to adjust estimated cash flows for opportunity costs, erosion costs and halo effects.

Hon Hao Toy Co.

1. Specify the cash flows of the new product for each year of the project’s life.  How should Hon Hao handle the erosion of the sales of existing dolls in calculating cash flows? Why?  How should the financing charge of 10% be handled? Why? 

2. Calculate the payback, the internal rate of return and the net present value of the project at 15.4%.

3. What is your interpretation of the results? 

5. 10/13 Wed. INVESTMENT DECISIONS

Finish Hon Hao.  Begin Dunmore Corporation.

Learning Objectives

Calculation of cash flows in a replacement problem: a) treatment of the residual value of the old equipment b) treatment of the depreciation of the old equipment c) treatment of the operating cash flows of the old equipment

Estimation of operating cash flows given probability distributions

Adjusting the price of the investment to obtain the desired net present value

Adjusting the operating flows of the investment to obtain the desired net present value

1. What is the net present value of the cash flows of the new machines available to the firm at a required rate of return of 11%?  Which new machines are acceptable to the firm?

2. At what price for the MDX740 will the firm be indifferent between purchasing it and keeping the MX430?  Assume that 44% of the price is paid on January 1, 1994 as the deposit and 56% of the price is paid on January 1, 1995.

3. At what annual cost savings will the firm be indifferent between purchasing the MX900 and keeping the MX430?

Assume that the firm’s tax rate is 35%.

6.  10/18 Mon. INVESTMENT DECISIONS

           Finish Dunmore

           Discuss Additional Issues in Investment Decisions

7.  10/20 Wed.  Examination 1.  This is an open book, open notes  

     examination. It will last the duration of the class time.  The    

     examination will cover all of  the material covered thus far.

8. 10/25 Mon. OPTIONS AND CORPORATE FINANCE

Discuss Examination 1.  Lecture on Options and Corporate Finance.

     Learning Objectives:

      Option Terminology; Fundamentals of Options, Valuation, Black-    

      Scholes and Binomial Option Pricing, Definition and Use of Real Option  

      Strategies.

Reading:  RWJ pp. 453-456, 471-476, and 807-816.

9.  10/27 Wed. OPTIONS AND CORPORATE FINANCE

  Pamela’s Personal Pocket Phones

10.   11/01 Mon.  THE COST OF CAPITAL

Learning Objectives

Relationship between the cost of capital, the funds available to creditors and stockholders, and the creditors’ and stockholders’ required returns when the firm makes an acceptable investment. Definition of a cost as the “internal rate of return” paid to the sources of capital. The use of the cost of new money in the cost of capital, market value instead of book value weights, and target capital structure weights.

Measurement of the after-tax cost of debt

Measurement of the after-tax cost of preferred stock

Why the measurement of the after-tax cost of common equity is difficult.

Methods of measuring the after-tax cost of common equity: a) the dividend growth model. b) the capital asset pricing model

       Lecture on the Cost of Capital

       Reading:  RWJ Ch. 16.

11.   11/03 Wed. THE COST OF CAPITAL

        National Foods Corp.

12.   11/08 Mon.  INTERNATIONAL FINANCIAL DECISIONS

   Lecture on International Financial Decisions

        Read:  RWJ Chapter 22

Learning Objectives

Purchasing power parity, Interest rate parity, unbiased forward rates, the International Fisher Effect.  Adjusting for exchange rates in calculating the cost of capital and the cash flows used in capital budgeting.  Comparing options, spot hedges and forward currency transactions to reduce exchange rate risk.

13.   11/10 Wed.  INTERNATIONAL FINANCIAL DECISIONS

    Protecting against exchange rate risk.  

Dozier Company

14. 11/15 Mon.  Examination II. This is an open book, open notes examination. It will last the duration of the class time, and will cover all of the material after Examination I.

15.  11/17 Wed. Discuss Second Examination. Lecture on Capital Structure Decisions.

Learning Objectives

Theory:  The Basic Modigliani-Miller Theory of Optimal Capital Structure: What it says, why it is true, and its extension to consider income taxes.  MM with taxes, bankruptcy costs and agency costs.  Why it is difficult to apply the theory to ongoing firms.  Practice: Why it is difficult in practice to determine the optimal capital structure for firms. Framework and associated measures for determining the appropriate capital structure for a firm:  Risk,

Income, Control, Flexibility, Timing, and Other Considerations.  Earnings per share, EBIT breakeven, debt ratios, times interest earned, debt service coverage, times common covered.

16.  11/22 Mon.  CAPITAL STRUCTURE DECISIONS

        Continental Carriers

17.  11/24 Wed. To be assigned.

18.  11/29 Mon. CAPITAL STRUCTURE DECISIONS

   Finish Continental Carriers.  Begin Enterprise Machinery Corp.      

19.  12/01 Wed.  CAPITAL STRUCTURE DECISIONS

    Finish Enterprise Machinery.

20.  12/06 Mon.  SPECIAL TOPIC

         John Case Co.

21.   12/08 Wed. SPECIAL TOPIC Con.

        Finish John Case Co.

        Discuss Final Examination

22.   12/11 Sat. Final Examination
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