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44. Capital
Budgeting

a.

Capital
budgeting
process

Step 1: Idea generation
Step 2: Analyzing project proposal
Step 3: Create firm-wide capital budget
Step 4: Monitoring decisions and conducting a post audit

Project
Categories

Replacement
To maintain business
For cost reduction

Expansion
New product/market development
Mandatory

Other
pet project
high risk (R&D)

b. Basic
principles

Base on
incremental CF

# accounting income
sunk cost --> exclude !

externalities Cannibalization --> include !

Opportunity cost --> include !
Timing of CF is important

After tax basis

Financing costs Exclude ! because Reflected in required rate of return

c. Interactions

Independent vs.
Mutually exclusive projects

Project sequencing

Unlimited funds vs.
Capital Rationing

d. Methods

NPV

IRR

Payback period

Discounted payback period

PI

e.

NPV profile

Advantage of NPV

Advantage of IRR

Conflicting project rankings

Problems with IRR Multiple IRR and No IRR problems

f1. Which methods
are popular?

Location Europe: PP more than IRR and NPV

Company Size Larger: NPV, IRR

Public vs Private Private: PP
Public: NPV, IRR

Management education More educated -> NPV, IRR

f2. Relationship between NPV,
company value and stock price

a



45. Cost
Of Capital

WACC

a,b. Formula & tax effects:

c. Weights = Target
capital structure
(Market values)

If lack
information -->

use Current capital structure + Trend

or use Industry average

f. Cost of fixed rate debt
Yield to maturity approach

Debt rating approach

g. Cost of preferred stocks
(noncallable, non convertible)

h. Cost of
equity
capital --> 3
approaches

CAPM

Formula:

i. Pure-play method to
calculate beta of a project

j. Country
equity risk
premium
CRP =

Sovereign yield spread

x
(stddev equity/stddev bond)

Dividend Discount Model g=retention rate * ROE

Bond yield plus risk premium approach

MCC

e. Role of
MCC in NPV

Discount rate =WACC if project same risk level

Assumption: same capital structure over the life of project

k. MCC schedule
Upward sloping with
additional capital

Breakpoints

d. Optimal
capital budget

MCC & Investment
opportunity schedule

l. Treatment of
Flotation cost

Incorrect adjust cost
of equity

Correct adjust initial
project cost

a



46. Measures
Of Leverage

a. Define

Leverage or Gearing

Business risk Sales risk
Operating risk <-- operating leverage

Financial risk <-- financial leverage

b. Calculate

DOL

DFL

DTL

c. Effect of financial leverage
on Net income & ROE

d,e. Breakeven quantity

a



47. Dividends
And Share

Repurchases:
Basics

a. Explain

Cash dividends

Regular dividends

Extra/ Irregular/ Special dividends

Liquidating dividends

Stock dividends

Stock splits

Reverse stock splits

b. Dividend payment
chronology

Declaration date

Ex-dividend date

Holder-of-record date

Payment date

c. Share
repurchase
methods

Buy in the open market

Buy a fixed number of
shares at a fixed price

Repurchase by direct negotiation

d. Effects
of share
repurchase
on EPS

when the repurchase is financed with company's excess cash

when the repurchase is
financed with debt

if after-tax borrowing cost > earnings yield

if after-tax borrowing cost < earnings yield

e. Effect of share
repurchase on BV per share

f. Why share repurchase is
equivalent to Cash dividend

a



48. Working
Capital

Management

a.

Sources of liquidity

Primary
sources

Cash balances (selling goods, collecting receivables, from short term investments)
Short term funding (trade credit from vendors, lines of credit from banks)

Effective CF management

Secondary
sources

Liquidating assets (short term or long lived)

Renegotiating debt agreements
Filing for bankruptcy
Reorganizing company

Factors that influence
company's liquidity position Drags on liquidity: delay/reduce cash inflows or increase borrowing cost

Pulls on liquidity: accelerate cash outflows

b. Liquidity
measures

Current ratio = CA/CL

Quick ratio = (Cash + ST marketable securities + Receivables) / CL

Receivables Receivables turnover = Credit sales/receivables

Number of days of receivables = =365/receivable turnover

Inventory Inventory turnover = COGS/average inventory

Number of days of inventory = 365/inventory turnover

Payables Payables turnover ratio = purchases/average trade payable

Number of days of payables = 365/payables turnover

c. Working capital
effectiveness

Operating cycle turn raw materials into
cash proceeds from sales

=days of inventory + days of receivables

Cash conversion cycle
or net operating cycle turn cash investment in inventory

back into cash collected
=Operating cycle - days of payables

d. Tools to
manage net
daily cash
position
(more
details in
Fixed
Income )

US T bills

Short term federal agency securities

Bank CD

Banker's acceptances

Time deposits

Repurchase agreements

Commercial paper

MM mutual funds

Adjustable- rate preferred stock

e1. Comparable yields
(already in Quantitative )

% discount

Discount basis yield

Money market yield

Bond equivalent yield

e2. Cash Management
Investment Policy

Purpose and objective

Guidelines

Who does that

Responsibilities

Steps to make investment

Limitations and constraints

f. Evaluate
performance of

Receivables
aging schedule

weighted  average
collection period

Inventory

Accounts
payable Trade credit

2/10 net 60

Cost of trade credit

Number of days of payables

g. Short term
funding choices

From banks

Lines of credit

Uncommitted line of credit

Committed (regular) line of credit (overdraft)
Revolving line of credit

Short term bank loans,
collateralized by

Fixed assets
Inventory
Account receivables
Blanket lien

Banker's acceptances
Factoring

Non bank
Nonbank finance companies

Commercial paper
direct placement
through dealers

a



49. FSA
(Pro Forma IS & BS)

Steps to construct
sales-drven pro forma FSs

See the example on the next page

Estimating sales

average compound growth
rate of sales over 5-10 years

regression analysis of GDP
growth and sales growth

economic cycles

seasonality

specific events
new product introductions
changes in regulation

competing products

Reconcile IS and BS

L+E > A --> surplus

reduce L+E
pay down debt entirely

pay down debt + buy back common stocks

increase A CAPEX

L+E < A --> deficit

a



49. CONSTRUCTING PRO-FORMA FINANCIAL STATEMENTS
($ thousands) Yr 2010 Yr 2011

INCOME STATEMENT 
Proportional
 to sales

Sales 23,405.0    
sales projected 
to increase 5% 

Cost of goods sold 9,876.9      42.2%

SG&A 6,857.7      29.3%

Interest expense (7%) 1,008.0      

Nonoperating income 93.6           0.4%

Earnings before tax 5,756.0      

Income tax (31.4%) 1,807.4      

Net income 3,948.6      

Dividends (30%) 1,184.6      

Retained earnings 2,764.1      

BALANCE SHEET 
Current assets 9,362.0      40.0%

Net PPE 25,745.5    110.0%

Total assets 35,107.5    

Current liabilities 3,978.9      17.0%

Long-term debt 14,400.0    

Common stock 3,000.0      

Retained earnings 13,728.7    

Total liabilities+equity 35,107.5    



50. Corporate
Governance

a. Corporate
governance

Definition
internal controls
processes

procedures

Describe good CG (p.113)

Effective
BOD

b. Independence

Majority of BOD is independent
Meets regularly outside the presence of management

Chairman of BOD should not
be CEO or former CEO

otherwise, independent board members should
have a primary or leading board member

Board members should not be closely aligned with supplier, customer, share-option plan, pension adviser

Able to hire external consultants without management approval

c. Define
"independence"

no material
relationship with

firm & subsidiaries, former employees, executives & their families
Individuals or groups with a controlling interest

Executive management & their families

Firm's advisers, auditors & their families
Entity with a cross directorship with the firm

b. Frequency of
Board Elections

annual, not 2-3 years, not staggered (classified)

d. Experience

Skills, experience, qualifications

Care & competence
Ethical stances

Other board experience

Regularly attend meetings
If served on the board for more than 10 years --> not very independent

c. Resources

e. Related party transactions and
personal use of company assets
--> should discourage:

Consultancy contracts

Finder's fees for identifying M&A targets

Other compensation

Related party transactions

Personal use of company's assets

f. Board
committees

Audit Committee Financial information
to shareholders

Remuneration /
Compensation
Committee

set executive compensation, commensurate
with responsibilities and performance

make sure independence

link compensation to firm
performance and profitability

Nominations
Committee recruit new independent

board members

Other Board
Committees

g. Evaluate
policies

Voting Rules
Confidential voting

Cumulative voting

Voting for other corporate changes

Shareowner-
-sponsored
proposals

Shareowner-sponsored
board nominations

proxy statement

Shareowner-sponsored resolutions

Advisory or Binding Shareowner proposals

Common stock classes dual classes of common stock

Shareowner Legal Rights

Takeover defenses

Golden parachutes

Poison pills

Greenmail

a
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