1. Introduction to Financial Management
 
This module introduces you to the wonderful world of finance. In order to better understand the role that finance plays within the firm, we will discuss the various organizational structures of the firm and the respective advantages and disadvantages of each. We will also: (1) explore the goals of finance and the financial environment; (2) discuss the relationship of management and shareholders; (3) identify the role of financial markets and how these markets impact a firm's cash flows; and (4) review/analysis of financial statements. 
Note: Throughout this course, it is important for you to apply the concepts and principles presented in the text and readings to your real world experiences. If you encounter something that contradicts your own experience, please share this with the class or with your instructor, as applicable. 
A finance textbook is similar to a cookbook. In many cases, the text will provide you with a suggested "recipe solution" to a generic problem. However, keep in mind that these suggested solutions may not be applicable in every situation. 
Objectives
After completing this module, you should be able to do the following: 
        Define financial management and identify three main areas of finance.
        Discuss the three primary decisions faced by financial managers.
        Describe the three most common forms of organizations and the respective advantages and disadvantages of each.
        Explain the various goals of financial management and their potential ethical implications.
        Recognize the potential conflict in the agency relationship between shareholders and management.
        Identify the principal components of the balance sheet and income statement and explain the relationship between these statements.
 
Reading Notes
Module 1 gives an overview of financial management. Each business has its own set of financial goals. Companies in different nations will be unique due to their own economic and social fabric. There are two key, conflicting, goals: The goal for profit, better called, current income, and the goal for maximizing the wealth of the company (the same as maximizing the price of the company's common stock). These goals conflict because too high a payout of earnings by way of stock dividends precludes the company from having cash for future needs.
Corporate financial management changed abruptly during the 1990s in the U.S. The changes created generally-accepted and required controls that brought order and efficiency to finances.
Throughout history many changes have occurred with financial statements. Typically, through the 1920s the only public financial information about the company was the balance sheet, and balance sheets (1) were not standard, each company used different conventions to value assets and liabilities, (2) were often fictitious, since corporations were very sensitive about giving information that they considered to be private and highly competitive. After the stock market crash in 1929, the federal government created the Securities and Exchange Commission (SEC) to not only regulate the stock exchanges, but to regulate the form and content of financial statements of companies whose stock would be sold through exchanges. By a tacit agreement with the accounting profession, the SEC allows the accounting profession to specify the form and content of the statements. Today, we have the three key statements, the balance sheet (Ch 2) showing a snapshot of permanent accounts (cash, property, claims against the company, and financing paid in by owners), the income statement, reporting sales and expenses over a period of time, and cash flow, showing all financing and uses of funds. The SEC requires corporations to file special statements with it, a 10k on an annual basis and a 10q on a quarterly basis. The results of these reports are available to the public by computer. 
The set of corporate and SEC reports will be the only financial information available to the public. Additional information might be considered inside information, giving an unfair market advantage to the holder and, as such, holders of insider information are prohibited from using it in stock market buys and sells. The financial statements are utilized for ratio analysis. The ratios are indexes to compare with prior periods to determine some trend in the company's financial health, or in comparison with other companies in the industry to see which company is financially stronger. One example would be to total all assets that can be quickly turned into cash by the sum of all current liabilities (payments the company must make). A result of 1.0 indicates that the company has just enough cash to cover obligations and is deemed very risky, compared to a company with a ratio of 2.0, meaning that twice the amount of cash is available, meaning the company is cash-rich. 
Among the key points that the text chapters and the activities for this module want you to understand is the importance in cash flows and financial statements. The accounting profession wants us to recognize these items and the role they play in management decisions. Consider the situation where the company has 100 in sales, 80 in costs against the sales, and another 25 in depreciation costs. Is the company bankrupt with a loss of 5, and unable to pay its bills? No, the company has ample cash. No check is written to pay for depreciation. It is a book entry, a feature of accrual basis accounting, as compared with cash accounting that we use in our personal finances. The second point is to understand the term, working capital (Module 7). (There is a brief discussion of working capital in chapter 2, pages 43-45.) 
Working capital is a term that applies to both current assets and current liabilities. Net working capital means the net of the two sets of accounts. Current assets are those accounts that are or can be converted into cash (they are liquid assets) within a year, such as cash, investments, accounts receivable (the amount customers owe, their purchase orders) and inventory of the merchandise that the company sells. Current liabilities are those payments that the company must make during the year. Accounts payable (due suppliers and employees), notes payable (the amount due on debt payments).
 
2. Fundamental Concepts
 This module introduces you to the concept of the risk vs. return and the time value of money. It is very important to gain a clear understanding of this concept and the related terminology introduced in this module, such as present value and future value. These concepts and their corresponding numerical formulas are central to an understanding of finance.
The calculations the text introduces in this module are used in financial planning and analysis. Present and future value calculations are used in Module 5 for cost of capital and Module 7 with working capital management.
Objectives
After completing this module, you should be able to do the following:
        Determine the trade-off between risk and return on investment (ROI).
        Explain the key elements of risk and return analysis.
        Develop an understanding between market risk, diversifiable risk, and portfolio risk.
        Calculate interest accrued using the concepts of simple and compound interest.
        Determine the time value of money and its impact on the value of the firm.
        Calculate the future and present values of an annuity.
        Develop an understanding of the Capital Asset Pricing Model (CAPM) and the assumptions surrounding this theory.
 
Reading Notes
This module aims to develop skills in risk vs. return and in doing present value and future value calculations. The calculations are so commonplace that they are found in hot keys on hand calculators and in functions in spreadsheet programs. Why then devote so much time to covering this topic? With the aid of computers, the calculations are relatively simple. However, students need the critical skills to formulate the problem so that the correct data is keyed into computers.
Financial analysts and financial managers use present value and future value to determine which investment, of a set of possible investments, is more profitable. They do this by considering the revenues and costs of an investment over its life, and then discounting those cash flows to the present time. This answers the question: Is a dollar today, worth a dollar two years from today? The discount rate is the cost of capital, that is, the rate that the firm must pay to borrow money. This is essentially the process of capital budgeting, a topic of a following module.
The essence of Chapter 8 is two simple equations. The future value, or compound value is determined by a factor that is = (1 + i)n where i is the stated discount rate to use, a decimal for a percentage, and n is the number of periods - years or months - that the discount rate will apply. For example, a dollar invested at 5% for two years will become $1.10. The equation is = (1.05)2, or 1.05 times 1.05. If we had $25 instead of $1, we multiply the factor by the actual amount. The second key equation is the reciprocal of the first. If we wanted to have $30 in two years, and the bank pays 5% interest each year-end, how much should we invest today? The formula for the interest factor is = 1/ (1 + i)n so we do the calculation as = $30/(1 +0.05)2, or $30/1.10 giving about $27.27 as the amount needed to invest today in order to have $30 in two years.
The text will present you with more challenging situations. Here are a couple of rules to remember.
1.      If the problem does not state the time periods, assume that they are years; n is typically in years.
2.      The interest rate or discount rate must be in the same time period as n. For example if the problem says, "the bond pays 8% interest every six months," you have to re-write the problem in terms of six-month periods and change i to be 4%.
3.      The real confusion comes when the problem is compound. You have to decompose it into several calculations. For example, a bond will pay you $10,000 in five years, and it pays 8% per year semiannually. What is it worth today? First compute the present value of the $10,000. Second, compute the present value of the interest payments. Third, add the two discounted amounts together to get the total.
An annuity is another term for a periodic payment. Examples are the fixed monthly payments on mortgages or on lease purchases. If any of the annuity payments are not the same, this formula fails; all payments in an annuity must be identical. An annuity due means that the payment is made at the beginning of a period. An annuity in arrears means the payment is due at the end of a period. There are separate formulas for annuities due and annuities in arrears. For example, your home mortgage is typically an annuity in arrears. When you buy your house, you are told not to make a payment till the next month. Skip a month from payment, they tell you. Your credit card bill includes the interest after you made the purchase; you did not make a credit card payment when you bought something with the credit card. Annuities are great calculations; they save you having to do repetitive, lump sum calculations for each year over the life of a project.
 
3. Securities and Their Valuation
 This module discusses the important concept of stocks and bonds and their valuation. It is important that you consider each asset as an investment. As such, the purchase of each asset should incrementally increase the value of your portfolio. But how are these assets valuated and why do they fluctuate?
One of the key objectives of finance is to provide an understanding of stocks and bonds and the value potential of these investments. This module explores the most effective tools that allow for this type of valuation of investments.
Throughout this module, look at stocks and bonds from both the viewpoint of the investor and the corporation. In chapter 8, different types of bonds are discussed-corporate, government and government agencies. In chapter 9, we look at stocks-both common and preferred. Also, Initial Public Offerings (IPO's) are reviewed.
Objectives
After completing this module, you should be able to do the following:
        Define who issues bonds and why. Understand the key characteristics of bonds.
        Explain the relationship between a bond's yield on maturity, yield to call and its market price.
        Calculate a bond's yield on maturity when it sells for: (1) a premium, (2) a discount, and (3) at face value.
        Identify the key factors underlying stock valuation and explain how these factors can influence the value of the stock.
        Determine the difference between preferred and common stocks.
        Define who issues stocks and why. Understand the key characteristics of stocks.
        Define an IPO (Initial Public Offering) and what they do for corporations.
 
Reading Notes
Stocks and bonds provide an important role in the capital markets. Bonds are long-term contracts, which the borrower agrees to make payments of interest and principle, on specific dates, to the holders of the bonds. Bonds consist of different types - corporate, government and governmental agencies. Bonds have different types of risks to which both investors and issuers are exposed.
Stocks perform a different function than bonds. Stocks provide for ownership in a corporation. Each type of stock has certain rights and privileges. Initial Public Offerings (IPO) provides corporations with access to raising capital for expansion and improved cash flow.
How stocks and bonds are valued has a big impact on individual investors and corporations. The factors that influence this valuation are constantly in motion. Market reporting on resources such as CNBC, CNN and Bloomberg, keep the public informed of activities that can impact stock and bonds.
 
4. Strategic Investment Decisions
 This module addresses the relationships of capital budgeting, cash flow and risk analysis. In order to fully understand these relationships, financial executives must recognize the options available in the capital markets. Risk analysis will identify whether a financial investment is worth the profit potential in relation to the risk associated with it.
Objectives
After completing this module, you should be able to do the following:
        Identify and analyze the concepts underlying risk and return and use these concepts to estimate an investment's expected rate of return.
        Identify the three major capital components and the trade-offs between cash flow now and cash flow later.
        Explain the differences between diversifiable and nondiversifiable risks.
        Explain the two sources of equity capital.
        Calculate a stock's expected return using the capital asset pricing model ("CAPM").
        Explain the three separate and distinct types of risk.
        Use reward-to-risk ratios to determine whether a security is over or undervalued.
        Explain the basic techniques used in capital budgeting analysis and how financial executives use these techniques in their decision making process.
 
Reading Notes
The financial responsibilities of executives and the CFO of a firm are varied and impact the firm at many levels. This module presents four key topics: the cost of capital, capital budgeting, cash flow and risk analysis that must be considered and monitored on an ongoing basis in order to maximize return and to ensure efficient utilization of capital resources.
This module begins with examining the cost of capital, to include the cost of debt and the cost of common stock. We will look at the basics of capital budgeting, and a comparison of the NPV and IRR methods. We examine the critical issue of cash flow. Estimating cash flow and taxes is a requirement for any business to remain solvent. Finally, this module introduces risk analysis and options.
Capital budgeting is the process of deciding major investment decisions, investments in a security, investments in a product line, or a piece of equipment. They require major outlays of funds, a strategic choice for the firm, and a long period of time to complete. A wrong decision will not be easily fixed and the firm could become economically crippled as a result.
Several evaluation models exist. For each investment alternative, financial staff prepare at a minimum, a payback, net present value, internal rate of return, and another, such as the accounting rate of return or profitability index. The results are supplied to management along with strategic and marketing studies, depending on the size and requirements of the investment. Often, the quantitative analyses are set aside in favor of more critical factors. For example, perhaps the firm must undertake an unprofitable venture in order to prevent its competitors from penetrating a key market.
According to surveys of companies, the most popular models are NPV, IRR, payback and accounting rate of return. ROI, the return on investment sounds intuitive and remains popular with non-financial staff, but it is easily manipulated and lacks the important feature of discounting, being able to consider the time value of money.
 
5. Strategic Financing Decisions
 This module focuses on long-term financing decisions and planning. These decisions impact the value of the company and further determine the valuation of the company's stocks and bonds. Balancing the relationship of the capital structure of a company influences the mix of debt and equity financing for the business. In addition, special attention is paid to the issues of making distributions to shareholders, to include stock dividends, stock repurchase and stock splits.
We will also examine two new dimensions of risk: business risk and financial risk. Financial managers and executives must understand the meaning behind these two elements of risk and what they mean to the business. Franco Modigliani and Merton Miller (MM) designed a very influential theory of capital structure that we will examine and review in detail. This theory helps a company look at the cost of capital to determine the firm's optimal portfolio mix of debt and equity.
Objectives
After completing this module, you should be able to do the following:
        Identify and discuss the steps involved in the financial planning process.
        Define the relationship between sales growth and financial requirements.
        Explain the key concepts outlined in Modigliani and Miller's (MM) theory of capital structure.
        Calculate a firm's cost of equity associated with a stock dividend.
        Calculate the pretax and after-tax cost of a firm's debt issuances.
        Describe the impact of corporate taxes and personal taxes on the MM model.
        Identify the primary benefits of debt financing from the use of tax deductibility of interest payments.
        Calculate a firm's return on equity before and after a proposed debt issuance and explain why debt serves to leverage the firm.
        Explain some of the issues a firm should consider when it develops its dividend policy.
 
Reading Notes
This module presents two key strategies to maximize the value of the firm. One strategy is to locate an optimal capital structure so that the cost of obtaining funds is kept to a minimum. The second strategy is to determine an optimal policy for payout of the firm's earnings in the form of dividends. 
The search for an optimal capital structure is akin to the search for a perfect balance in business; one is not sure that it actually exists. The text will explore various ideas and conclude that, only in the existence of taxes can there be an optimal mix of financing sources, and then the optimality is a broad range. To prepare the analysis, the cost of each of the various sources of external financing must be computed. Since stock (equity financing) and bonds (debt) are so overwhelmingly dominant, other sources are insignificant. The problem is narrowed to some mix of debt and equity financing. Since the cost of debt, the interest payments to bond holders, is a tax deduction, debt is typically cheaper than equity. But if the firm issues too much debt, it be comes risky, just as an individual becomes risky with too many credit cards and too many bank loans. Use of debt is called leverage, and it is a double-edged sword, cutting in both directions (having both good and bad effects).
The last chapter deals with dividend policy and options that are available to the financial managers. The chapter covers the mechanics of declaring and issuing dividends, and the various forms of dividends - cash, stock, splits, and repurchases. 
 
6. Tactical Financing Decisions
 This module explores topics related to long-term financing, such as why firms sell equity to the public, how stocks and bonds are issued, the regulation of securities markets, and how bonds and preferred stocks are refunded. 
In addition, a discussion of lease financing and options is included in this module. You will understand the conditions under which leasing can be an attractive alternative to financial managers and executives.
Objectives
After completing this module, you should be able to do the following:
        Explain the advantages and disadvantages of common stock and how the Security and Exchange Commission regulates the financial markets.
        Examine the function of investment bankers and their role in the financial markets.
        Use hybrid financing in the form of preferred stock, warrants and convertibles. Review the advantages and disadvantages of each.
        Discuss how leasing can help reduce a firm's financial risk. Examine the various types of leasing options available.
 
Reading Notes
This module introduces the wide range of financing alternatives available to financial managers. The procedures and process of issuing securities is very complex and highly regulated. Leasing can offer many advantages for capital budgeting and improve the purchasing power of a firm. While hybrid financing can offer additional options for financing.
 
7. Working Capital Management
 This module examines the topic of Working Capital Management. This includes: (1) current asset management, (2) short-term financing, and (3) working capital management-extensions.
Working capital policy looks at two questions: (1) What is the appropriate amount of current assets for the firm to carry, both in total and for each specific account, and (2) how should current assets be financed?
Objectives
After completing this module, you should be able to do the following:
        Explain the terminology of working capital policy.
        Identify the reasons for not wanting to hold too little/too much working capital.
        Discuss the alternative short-term financing options that are available to improve the working capital management of a firm.
        Discuss the topics of cash conversion cycles, inventory accountability, and inventory costs.
 
Reading Notes
Understanding and being able to apply the concepts in this module are critical for the financial manager to maintain a profitable business. The assigned chapters focus on successful cash management with topics such as synchronizing cash flows and current asset management. The module then moves to a discussion of short-term financing techniques. The aim is to provide the financial manager with a means to predict financial conditions based on internal factors that the business can influence. Concluding topics include cash conversion cycles and inventory accountability and provides insights into the optimal cash balance and balancing the opportunity costs of holding cash against the transactions cost associated with obtaining cash either by selling marketable securities or borrowing.
 
