FINANCE 556 LEARNING OBJECTIVES

The purpose of Finance 556 is to provide the capability to perform a variety of financial analysis tasks with a high level of sophistication.  This note enumerates the major portion of what one should know and be able to do upon completion of the course. 

VALUATION OF A BUSINESS AND ITS EQUITY

· Specify which cash flows determine firm value and equity value

· Extract the relevant cash flows (equity cash flow, total cash flow, and free cash flow) from a statement of cash flows

· Understand the basic aspects of the percent-of-sales forecasting technique

· Factor in inflation into the cash flow forecast

· Incorporate the firm’s common stock, debt and other financing (e.g., preferred stock and convertible securities) into the valuation of the firm and its equity

· Incorporate employee stock options into the valuation of the firm and its equity

· Estimate the cost of capital (WACC) for valuing the firm and its equity

· Use and explain the concept of continuing value and its role in valuation

· Value a company and its equity using the discounted free cash flow approach (know the steps and be able to fully implement)

· Apply the three methods of equity valuation (discounted equity cash flow; discounted free cash flow or discounted total cash flow; and the dividend discount model)

· Apply a liquidity discount in valuing a closely held business (understand the concept and the general magnitude of the discount)

· Apply a minority discount in valuing a minority position in a company (understand the concept and the general magnitude of the discount)

· Understand the relationship between equity cash flow and accounting income

· Understand the factors that distinguish public and privately held companies, and the value relevance of the differences

INTEREST RATES AND DEBT VALUATION

· Distinguish between real and nominal cash flows and be able to convert nominal cash flows into real cash flows, and vice versa

· Distinguish between, and use, real and nominal interest rates, and the relation of each to risk-adjusted discount rates

· Value (estimate current market value of) a non-convertible debt security, e.g., a bond or a bank loan in various ways

· Analyze problems that involve inflation

· Measure the duration and risk (volatility) of a bond

· Understand the relationship between spot and forward interest rates; analyze transactions that involve spot and forward borrowing and lending

· Understand the role of default risk and bond value; and the difference between the promised interest rate and expected interest rate on a debt security.
COST OF CAPITAL

· Estimate the equity, debt and weighted-average-cost of capital for a company (publicly traded or privately held) using comparables

· Estimate the weighted-average-cost of capital for a subsidiary, division, or project, using comparables

· Understand the relationship between a cost of capital and inflation

INVESTMENT ANALYSIS - GENERAL

· Understand why firm diversification for the sake of diversification is not a valid goal for a non-financial company because investors can do their own diversifying (the value additivity idea from Brealey and Myers)

· Factor inflation into an investment’s cash flow forecast

· Determine which projects should be adopted and which should be rejected when there are economic interdependencies among the projects and there is no capital budget constraint (that is, the firm can raise capital to finance profitable investments)

INVESTMENT ANALYSIS – GENERAL (continued)

· Determine which projects should be adopted and which should be rejected when there is a capital budget constraint; and be able to do this when there are economic interdependencies among the projects, and when there are no economic dependencies

· Determine an investment’s NPV when there is an option to abandon the asset before the end of its useful life

· Correctly account for allocated costs when performing capital budgeting 

· Properly address transfer pricing when an investment involves intra-firm resource transfers

· Understand the use of decision trees, sensitivity analysis, scenario analysis, and simulation in analyzing risky ventures

INVESTMENT ANALYSIS - RISK MANAGEMENT

· Analyze and construct forward and spot contracts, and alternative methods of borrowing or lending forward

· Understand how forward contracts can be used in hedging in the financial and commodity markets

· Understand the general principles in pricing a forward contract for a financial asset or a commodity

· Understand the general characteristics of futures contracts, including delivery versus cash settlement, marking to market, and the pricing of financial and commodity futures

· Understand the methods for converting the interest obligation on a loan from fixed to variable, or from variable to fixed.

· Understand the use of, and valuation of, an interest rate swap

· Understand the meaning of setting up a hedge, and be able to set up a simple hedge.

· Use duration and volatility of a debt instrument to set up a hedge

LEASING
· Know the various types of leases and lease provisions, including the leveraged lease, and the options that might be included in the lease agreement  (to cancel, sublease and purchase) 

· Know the potential advantages of leasing; and appreciate which arguments in favor of leasing are dubious

· Analyze a lease from the perspective of the lessor

· Analyze a lease from the perspective of the asset user (potential lessee)

· Understand the tax advantage of leasing due to the differing tax positions of the lessor and lessee.

BUSINESS REORGANIZATIONS

· Understand the valid reasons for mergers (economies of scale, economies of vertical integration, complementary resources, surplus funds and eliminating inefficiencies)

· Understand the flaws in the argument that the following are good reasons for merger: firm diversification for the sake of diversification, and bootstrap earnings enhancement

· Analyze a merger from the perspective of the buying firm’s shareholders, and from the perspective of the acquired firm’s shareholders, if the acquisition is paid for with only cash (cash-for-stock), is paid for with only stock (stock-for-stock), and is paid for with both cash and stock

· Identify the potential purchase prices in a merger that would simultaneously satisfy the demands of both the stockholders of the acquiring firm and the stockholders of the acquired firm (and, if there are no terms that satisfy both groups of shareholders, be able to identify that such is the case)

· Understand in general terms the mechanics of merger

· Understand the essential elements of each of the following forms of business reorganization: leveraged buyout, spin-off, carve-out, asset sale, privatization, and conglomeratization
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