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    REVIEW OUTLINE FOR MIDTERM EXAM
I. What is Corporate Finance? - Introduction

A. Extension of microeconomics

B. Role of assumptions

II. Present Value/ Future Value

A. The concept itself

B. Its relation to opportunity cost

C. Calculations for specific returns streams (constant r over time)

1. Single payment t years from today

2. Annuities

3. Perpetuities

4. Growing perpetuities

5. For returns streams in general

D. Complications

1. Effects of compounding intervals

2. Continuous compounding

3. Different discount rates over time (term structure or yield curve)

III. Valuation

A. Bonds

1.What a bond is

2. Definition of yield

3. Pricing

B.  Stocks

1. Discounted dividends

2. Other cash flows to stockholders

3. Using residual income to value stocks without dividends

4.  Relation of P/E and other financial ratios to valuation formulas

5. The danger of mechanical application of formulas

IV. Foundation of the Present Value Rule

A. Double tangency diagram (Fisher)

B. Relationship between interest rates and prices

C. Separation of real asset investment decision and preferences

D. Logic of NPV rule

1. Maximizing net present value maximizes current share price and market value of owners’ wealth

2. Maximizing owners’ wealth maximizes owners’ consumption opportunities

3. Maximizing owners’ consumption opportunities maximizes owners’ utility

E.   Distinction between real assets and financial assets

V. Capital Budgeting (Investment) decision


A. How to apply the NPV criterion



1. Independent projects



2. Mutually exclusive projects


B. Problems with other criteria



1. Payback



2. Accounting Rate of Return



3. Internal rate of return



4. Profitability index



5. Why these criteria may be useful anyway


C. Capital Rationing and the "Tub of Money" assumption



1. Relation to the above criteria



2. How capital markets eliminate the problem of rationing


D. Care necessary in applying NPV



1. Use cash flows



2. Use incremental cash flows



3. Treat inflation consistently




a) Nominal vs. real cash flows




b) Nominal vs. real discount rates




c) Inflation, depreciation and taxes


E. Applying NPV to specific classes of alternatives



1. When to invest



2. Comparing equipment of different durability




a) Uniform Equivalent Cash Flow method




b) Assumptions behind this method



3. Replacement decisions of various types


F. Case - O.M. Scott




