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This course provides an overview of the theory of corporate finance and demonstrates the application of that theory to some of the decisions faced by the firm's financial manager.  The course will also occasionally cover applications of the theory to the decisions of the individual investor-consumer.

Books


The main reading books for the course should all be on reserve in the business administration library, except that some of the editions may not be the current ones.  The books are as follows:

(BM) R. Brealey and S. Myers, Principles of Corporate Finance (7th edition) - This is the main required textbook.

(RWJ) S. Ross, R. Westerfield, and J. Jaffe, Corporate Finance (6th edition) - not required- This is a strong competitor to (BM) and has some sections that are superior to (BM).  If you find the treatment of (BM) confusing or insufficient, feel free to consult this book.  You do not have to refer to this book unless you have some problems with (BM), although it is a valuable general reference.

 (D) A. Damodaran -- Corporate Finance: Theory and Practice, (2nd edition) – not required- This book provides more of a guide on applying theory to certain practical decisions you might face, particularly with regard to debt  policy.

J. Koski -- Finance 502 Lecture Notes - not required- These are the notes used in the day sections of the core last winter.  Jennifer's students find the notes extremely helpful.  They are available at (http://faculty.washington.edu/~jkoski/), Jennifer’s website.  The notes provide examples and discussion that should help supplement our lectures.

C. D'Ambrosio and S. Hodges -- Study Guide to Accompany (BM), 7th edition - not required- This is a supplement to (BM) that has problems with answers.  If you want additional practice with straightforward questions, this book provides it.

L. Engel and H. Hecht -- How to Buy Stocks, 8th edition - not required- This is an introduction to institutional features of capital markets, especially stock markets.  It contains definitions of some terms of finance jargon and some fundamentals for beginners, such as what the numbers mean in the stock charts in newspapers.  It should be read by students intimidated by finance jargon or impeded by a lack of basic understanding of financial markets.

Required Work and Evaluation


Students should read the required material to be covered in the day's lecture before class.  Reading the required material before class should enable you to make the most out of the lecture.


Evaluation in this course will be determined by homeworks, group case write-ups, and examinations.  In extraordinary cases, class participation can also be part of the grade, as either a plus or a minus.  The standard percentages for grading this course will be




Homework




10%




Cases and group work



20%




Midterm




30%




Final





40%


Homeworks must be handed in.  The homework assignments will be graded with one of three grades: G, S, and U.  G, for "Great," will be given only for outstanding insight and explanation in a homework.  U, for "Unsatisfactory," will be given when a student did not put forth enough effort to learn what the homework was designed to teach.  Almost all homeworks will receive some form of an S, for "Satisfactory," as their grade.  Within the S grade, an S+ will be given for a virtually entirely correct solution to the homework problem; an S- will be given for a solution with extremely severe errors; and an S will be given for everything between S+ and S-.  Only a single question on a particular homework will be graded.  I will randomly select this question after you submit your answers.


The purpose of the homeworks is to ensure that you achieve some basic computational competence in the subject matter and that you struggle with some of the material enough to operationalize it.  How correct your answers to the homework are is not my primary concern; my primary concern is that you do the homework!  Thus, you will be severely penalized in my evaluation if you do not do homeworks (or you do them so poorly that you do not get to the point where you face the key issues involved in the homework).  You will not be severely penalized for doing homeworks relatively poorly.


Case write-ups will be done by groups.  Each group will submit a single 2-page, double-spaced write-up for each case.  The write-up will answer specific questions handed out in class.  During class, there will not be student discussion of the case.  Instead I will give you my evaluation of the case, as well as a discussion of the actual outcome of the case, in about fifteen minutes.


The examination questions will require a student to apply the course material to real situations.  Unlike some questions, which ask for regurgitation of the professor's lecture notes, these questions will attempt to test how well you can apply the concepts of the course to relatively unstructured problems.  They will thus test whether you can discern the correct concepts to apply, as well as whether you can apply these concepts correctly.  Sample past exam questions will be made available to you at least a week before the exams.  I strongly encourage you to practice on the old exams.

Study Groups and Other Learning Aids


Study groups should significantly enhance your learning and reduce your stress.  The groups should be used to discuss all material and assignments, including homeworks.  On homeworks, however, the groups should discuss approaches to (as opposed to finally solving) homework problems.  Final solutions to homeworks should be done individually.


I also encourage you to apply the principles you are learning to problems you encounter outside the classroom.  Trying to interpret unstructured situations in terms of theoretical principles typically improves your depth of understanding and illustrates where gaps in your knowledge are.  Situations written about in the Wall Street Journal, as well as those encountered in everyday life, provide excellent application practice.  You would ideally discuss such situations with your group or other students.


Students with problems in the class, despite following the above suggestions and working diligently, have a variety of actions available to them.  While there are no shortcuts to effective learning, one's energies may be channeled in a more profitable direction by following certain strategies.  One strategy is to work out many, many homework type problems, in addition to the ones assigned.  Such additional problems can be found in Brealey and Myers, D'Ambrosio and Hodges's Study Guide to Accompany Brealey and Myers (available in the bookstore but not required), as well as other texts.  Another strategy is to read textbooks other than the required ones, and see if these provide better explanations (I can supply suggestions for textbooks to examine).  A third is to get out-of-class help from me during office hours or from someone I could recommend.  In any event, students with special difficulties should see me to discuss their particular situation and ask me about particular solutions.

Other Matters: Attitudes, Inflexibilities, and Idiosyncrasies


A few matters that may concern students relate to my philosophy towards teaching, classroom sessions, and grading.  First, I enjoy teaching itself -- that is, communicating ideas to students eager to learn.  Teaching is one of the two key inputs in the production of your knowledge.  I get a thrill from having an impact on the way many bright young people will think and act.  I also usually learn quite a few things myself in the process.


Different teaching techniques seem to work best for different teachers.  I find my teaching to be most effective when students actively participate in class.  This means that students must think along with me during class sessions.  There must be substantial student-teacher interaction-- typically through student questions, comments, and answers to my questions.  Students should have a strong impact on the class session.


The worst part of teaching is the grading and evaluating required of teachers.  Grading consumes a large portion of professorial time and student attention despite the fact that, in the long run, grades are of little importance to anyone.  Consider how disproportionate the time spent on grades is, given that nobody ever asks about your grades once you have been out of school for more than a year or two.  (As proof of this latter proposition, consider my own situation.  When I took introductory MBA Corporate Finance, I received the equivalent of a C.  Yet no one at UW has ever asked me about this grade, or any of my other grades, when deciding whether I should teach this class.)  Deemphasizing grades and emphasizing learning would seem to be in all of our interests.


Finally, I expect all of us in the class to behave responsibly.  People who behave irresponsibly, imposing costs on others, should expect to bear the consequences of their actions.  These attitudes, and other factors, give rise to the following policies:



1. I will use a grader to do some of the grading, but will make sure that the grader is highly competent.



2. I will be happy to go over exam questions with students to explain the correct answer and/or where they went wrong.  However, I refuse to listen to grade complaints.  Complaints are almost always unsuccessful and a waste of everyone's time.  In over two decades of teaching, never has a student complaint caused me to change a grade I have given (except when scores were added incorrectly).  



3. I will expect all students to be prepared for class and to turn in assignments on time.  Similarly, students can expect me to be prepared for class and to present them with assignments, handouts, and course materials on time.



4. I will encourage students to ask questions and otherwise participate in class.  In some instances, "votes" on particular questions will be taken.  All students in class will be expected to vote.

Tentative Class Schedule

September 29 "Introduction and Calculating Present Value"


Required Reading: (BM) Chapters 1, Section 2-1, and Chapter 3


Optional Reading: (RWJ) Ch. 1 and 4

Engel and Hecht, How to Buy Stocks (should be read as soon as possible by students with little institutional knowledge of capital markets)

October 1 "Present Value Complications; Valuing Bonds in a Certainty Framework"


Required Reading: (BM) Ch. 4


Optional Reading: (RWJ) Ch. 5, (D) Ch. 3

G. B. Stewart III, "Market Myths," Journal of Applied Corporate Finance, Fall 1989 (on Reserve)

October 6 "Valuing Stocks"


Required Reading: See October 1


Optional Reading: See October 1, (D) Ch. 5


Assignment to turn in: Homework F1

October 8 “Valuing Stocks Using Financial Ratios”


Required Reading: See October 1


Optional Reading: See October 1

October 13 "Capital Budgeting With Certainty: Fisher Diagram and NPV Rule"


Required Reading: (BM) Ch. 2 (Sections 2-2 through 2-5)


Optional Reading: (RWJ) Ch. 3, (D) Ch. 2


Class Handout: "The Fisher Diagram and the NPV Rule"

October 15 "NPV vs. Other Investment Decision Rules Under Certainty" (Class starts 8:15 PM)


Required Reading: (BM) Ch. 5


Optional Reading: (RWJ) Ch. 6, (D) Ch. 10

October 20 "NPV vs. Other Decision Rules Under Certainty (Continued)"


Required Reading: See October 15


Optional Reading: See October 15


Assignment to turn in: Homework F2

October 22 "Implementing the NPV Rule"


Required Reading: (BM) Ch. 6


Optional Reading: (RWJ) Ch. 7

October 27 "Implementing the NPV Rule (Continued)"


Required Reading: See October 22


Optional Reading: See October 22


Assignment to turn in: Homework F3

October 29 "Implementing the NPV Rule (Continued)"


Required Reading: See October 22


Optional Reading: See October 22


Group Case Assignment to turn in: O. M. Scott


Class Handout: "Solving Certain Types of Capital Budgeting Problems"

November 3: MIDTERM EXAM 

November 5 "Uncertainty, Risk, and Variances and Covariances of Returns"


Required Reading: (BM) Ch. 7 and 8

Optional Reading: (RWJ) Chs. 9 and 10 (can also read 11, but emphasize CAPM, not Arbitrage Pricing Theory)


Class Handout: Larry Dann Statistical Refresher

November 10 "The Capital Asset Pricing Model (CAPM)"


Required Reading: See November 5


Optional Reading: See November 5

R. Jagannathan and E. McGrattan, "The CAPM Debate," Quarterly Review of the Federal Reserve Bank of Minneapolis, Fall 1995. (on reserve)

November 12 "CAPM and Capital Budgeting Under Uncertainty"


Required Reading: (BM) Ch. 9 and 11


Optional Reading: (BM) Ch. 10 and 12 (Skim); (RWJ) Ch. 12 and 8, (D) Ch. 8 and 9

N. Kulatilaka and A. Marcus, "Project Valuation Under Uncertainty: When Does DCF Fail?" Journal of Applied Corporate Finance, Fall 1992 (on reserve)


Assignment to turn in: Homework F4

November 17 "CAPM and Capital Budgeting Under Uncertainty (Continued)"


Required Reading: See November 12


Optional Reading: See November 12

November 19 "CAPM and Capital Budgeting Under Uncertainty (Continued)"


Required Reading: See November 12


Optional Reading: See November 12

November 24 "Capital Budgeting (Conclusion)"


Required Reading: See November 12


Optional Reading: See November 12

November 26 "Efficient Markets"

Required Reading: (BM) Ch. 13

Optional Reading: (RWJ) Ch. 13


Group Case to Turn In: Communications Satellite Corporation

December 1 “Efficient Markets (Continued)”


Required Reading: See November 26


Optional Reading: See November 26, and also

E. Fama, "Market Efficiency, Long-Term Returns and Behavioral Finance," Journal of Financial Economics, September 1998. (on Reserve)

E. Fama, "Efficient Capital Markets: II," Journal of Finance, December 1991. (on Reserve)


Class Handout: WSJ Articles relating to Market Efficiency

****    Special Optional Reading on Institutional Details on Financing (not covered in class): (BM) Ch. 14 & 15, (RWJ) Ch. 14, 19, & 20

December 3 "Capital Structure Introduction: Modigliani and Miller Theorems"


Required Reading: (BM) Ch. 17


Optional Reading: (RWJ) Ch. 15

T. Copeland and J. F. Weston, "State Preference Theory" Chapter 5 in Financial Theory and Corporate Policy, 3rd edition. (on reserve)


Assignment to turn in: Homework F5 - Beta, Risk, and Information

December 8 "Capital Structure and Market Imperfections; Bankruptcy"


Required Reading: (BM) Ch. 18


Optional Reading: (RWJ) Ch. 16, (D) Ch. 18 and 19


Class Handout: DeAngelo-Masulis Equilibrium and Example

December 10 “Adjusted Present Value and the Complexity of Financial Decisions"


Required  Reading: (BM) Ch. 19


Optional Reading: (RWJ) Ch. 17


Assignment to Turn In: Homework F6

December 15: FINAL EXAM




