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CHAPTER ONE     GOALS AND FUNCTIONS
Background of Finance

Economics     Macro

                       Micro                                                    Risk

                    Finance                Profit                       Stock Price

Accounting    Financial                     

                      Managerial

Primary Goal of Firm

(1) 
Stock price better than profit

(2) 
Reasons: timing of earnings, risk, dividend payments, and qualitative factors.

Three Functions of Financial Management

(1) Financial planning and control

(2) Investment (uses of funds)

(3) Financing (sources of funds)

Management vs. Stockholders: Agency Theory
(1)
Reflect the conflict of interest between managers (agents) and stockholders (owners).

(2)
Agency theory focuses on a comparative analysis of agency costs and management performance.

(3)
Agency costs: compensation and monitoring costs

(4) Performance: profits and stock price.

Principles of Finance

         The following seven principles of finance are perhaps the most important financial concepts necessary for financial managers to carry out the three major functions of finance.  

(1) Risk-return tradeoff

(2) Time value of money 

(3) Leverage

(4) Liquidity versus profitability

(5) Matching principles

(6) Portfolio effect (diversification)

(7) Valuation

CHAPTER THREE     FINANCIAL STATEMENT ANALYSIS
Uses of Ratio Analysis

(1) Short-term creditors

(2) Long-term creditors

(3) Managers

(4) Stockholders


(5) Potential investors

Financial Ratios

(1) Liquidity ratios: firm's ability to pay short-term debts

(2) Leverage ratios: firm's ability to serve long-term debts

(3) Activity ratios: to judge how well resources are used.

(4) Profitability ratios: to determine management's performance.


(5) Common stock, market value, or investment ratios: to determine the value of the firm's 

      stock and its growth potential.

DuPont System

ROE = return on assets/equity ratio 

        ═ (profit margin x asset turnover)/(1 ÷  debt ratio)

Common-size (Percentage) Financial Statements

(1) 
Balance sheet: $ amount of each item divided by total assets

(2)
Income statement: $ amount of each item divided by net sales

Comparative Ratio Analysis

(1) 
Historical standards: getting better, worse, or about the same

(2)
Industry standards: industry average ratios

Limitations of Industry Average Ratios

(1) Distorted data

(2) Various product lines

(3) Different accounting methods

(4) Window dressing

(5) Other limitations

CHAPTER FOUR     LEVERAGE AND RISK ANALYSIS
Break-even Analysis

(1) 
Fixed cost: depreciation, utilities, supervisory salaries

(2)
Variable costs: direct labor, raw materials

(3)
Q = F/(P - V): Contribution margin = price - variable cost

(4) 
Assumptions: fixed cost = 800; price per unit = 5; variable cost per unit = 3

Break-even point = 800/(5 - 3) = 400 units

Total revenue = 400 x $5    = $2000

Total cost = 800 + 400 x $3 = $2000

For existing products: actual sales = 200 units

Total revenue =  $1000

Total cost    =     $1400
  Loss                 -$  400

Options: close or continue to operate 

For new projects: expected sales = 450 units

Total revenue = $2250

Total cost       = $2150
  Profit               $  100

Options: accept, reject, or postpone decision

Degree of Operating Leverage with Table 4-3

(1) DOL =  % change in EBIT/% change in sales

         = (206 - 200)/200 - (1515 - 1500)/1500 = 3

 (2) DOL = Q(P - V)/[Q(P - V) - F]

               = 300(5 - 3)/[300(5 - 3) - 400]

                           = 3

Graphic Analysis of EPS Fluctuation with Table 4-2 and Figure 4-2.

(1) Debt vs. common stock

(2) For debt, set 1 (EBIT = 2000, EPS = 8.75) and set 2 (EBIT = 250, EPS = 0). 

(3) If EBIT = 750, EPS = [(750 - 250)(1 - 0.5) - 0]/100

                                      = $2.5

 EPS = [(750 - 0)(1 - 0.5) - 0]/150

= $2.5

(4) If EBIT is lower than $750, common stock is better than debt; if EBIT is higher than $750, debt is better than common stock.

Degree of Financial Leverage with Table 4-3   

. 

(1) DFL = % change in EPS/% change in EBIT

              = (6.30 - 6)/[6 - (206 - 200)/200] = 1.67

(2) DFL = EBIT/[(EBIT - I) - (Dp/1 - t)

             =  200/(200 - 80)                      

             = 1.67

Degree of Combined Leverage with Table 4-3
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Risk: Operating Risk and Financial Risk

(1)
Total risk = operating risk x financial risk

(2)
Operating risk: possibility that the firm's total revenues will be less than its total costs. Increases as the company increases its investment on fixed assets. Caused by business cycles, competition, strikes, changes in consumer preferences, changes in technologies.

(3) Financial risk: possibility that the company will not cover its fixed charges such as  loan repayment, interest, and preferred dividends. Increases as the firm increases its dependence on such financing as debts, preferred stock, and leases.

CHAPTER FIVE 
FINANCIAL PLANNING AND FORECASTING
Differences Between Financial Statements
Balance Sheet          Income Statement          Funds Flow Statement           Cash Budget
Snapshot                  Flow statement               Flow statement                      Flow statement

A = L + E                 NI = R - E                      Sources = Uses                      S or D = CR - CD

Cash Budget

(1) Definition: summarizes projected receipts and cash disbursements of the firm over various intervals of time.

(2) The primary purpose of the cash budget is to make certain that adequate cash funds are available for the timely payment of short-term obligations; its secondary purpose is to make certain that excess funds, if any, are wisely used.

Sources and Uses of Funds (Funds Flow) Statement

(1) The basic purpose of the funds flow statement is to make certain that the company has followed the matching principle.

(2) Sources of funds                 Uses of Funds         
    Earnings after tax                 Dividend payments

    Depreciation                         Increase in asset items

    Increase in liability items     Decrease in liability items

    Increase in equity accounts   Decrease in equity accounts

    Decrease in asset items

*Excludes retained earnings, accumulated depreciation, and net fixed assets.

CHAPTER SIX     AN OVERVIEW OF WORKING CAPITAL MANAGEMENT
Operating Cycle

(1) Definition: the length of time that the firm's cash is tied up in its operation.

(2) Stages: purchase, transfer, sell, collect, and repay. Certain stages can be shortened and should be shortened, if all possible and feasible.

Risk-Return Tradeoff

(1) Large current assets (e.g. cash) mean low profitability but mean low risk (high liquidity) and vice versa.

(2) Large current liabilities (e.g. short-term bank loans) mean high profitability but mean high risk (low liquidity). 

Matching Principle: Alternative Financing Plans

(1) Definition: the process of matching the maturity structure of assets with liabilities.

(2) Finance a 3-month temporary inventory buildup with a 30-year bond. (a) The firm may have to pay interest on the debt when its funds are not needed, and (b) this financing method may reduce the firm's profitability. 

(3) Finance a 30-year machine with a 3-month short-term bank loan. (a) The firm may have to renew its loan every three months, and (b) there is some possibility that the short-term interest rate may change in the future (interest rate risk).

Term Structure of Interest Rates: Yield Curve

(1) Definition: the relationship between interest rate and maturity.

(2) Expectation theory states that yield curves reflect investors’ expectations of future interest      rates. 


(3) Liquidity preference theory asserts that long-term loans command higher rate of returns.

(4) Market segmentation theory implies that there are separate markets for each maturity.  

CHAPTER SEVEN     CURRENT ASSET MANAGEMENT
Motives for Holding Cash

(1) Transaction motive

(2) Precautionary motive

(3) Speculative motive

Floats

(1) Definition: the status of funds in the process of collection

(2) types of floats: invoicing, mail, processing, transit, disbursing: If you want to buy a mink coat from a store in New York, you will face all these five types of floats. The purpose of speeding up the collection process is to reduce these floats.

Speeding Up the Collection Process

(1) Purpose is to attain maximum cash availability

(2) Electronic funds transfer, lock-box system, concentration banking, and pre-authorized checks

Delaying the Payment

(1) Purpose is to attain maximum interest income on idle funds

(2) Pay every bill on the very last day; stretch out accounts payable if there is no penalty; use drafts, more frequent requisitions of funds, and floats.

Optimum Cash Balance

(1) Compensating balances are used to cover the cost of accounts, increase the effective cost of borrowing, and improve the liquidity position of the borrowing firm in case of default.

(2) The optimum cash balance is the greater of the firm's transaction plus precautionary balances and its required compensating balances.

Factors Affecting Selection of Marketable Securities

(1) Risk

(2) Marketability

(3) Maturity

Types of Marketable Securities

(1) Treasury bills: Yield = (FV - Price)/Price

                                 = (100 - 95)/95 = 5.26%

(2) Commercial paper

(3) Bankers' acceptances

(4) Repurchase agreements

(5) Negotiable certificates of deposits

(6) Money market funds

(7) Federal funds

Why Change the Firm's Credit Policy?

(1) Sales plus profits are compared with bad debt losses, the opportunity cost of accounts receivable, and collection expenses.

Credit Policy

(1) Credit Policy consists of credit standards, credit terms, and collection policy.

(2) Credit standards are used to determine whether the credit application will be accepted and the amount of credit once the credit application is accepted. Key factors are character, capital, capacity, collateral, and earnings potential. 

(3) Credit terms are composed of the size of the cash discount, the amount of the cash  discount, the credit period, and maturity date (2/10, net 30)

Collection policy has to do with only overdue accounts; it consists of letters, phone calls, personal visits, and last resorts (forgive, use the collection agency, or take legal action).

Inventory Cost
Cost Category                        Raw Materials                                       Finished Goods          
Ordering cost                         Cost of negotiation,                               Production set-up

                                   Clerical cost,                                         Costs of scheduling

                       Handling and bookkeeping

Carrying cost
personal costs, interest on funds tied in inventory, insurance premiums, storage costs, and taxes.

Shortage cost                        Potential disruption in                           Lost sales, lost 

                                              production schedules                            goodwill

Overstock cost Adverse changes in prices, obsolescence, pilferage

 Economic Order Quantity: 

(1) Direct relationship between carrying cost and order size.

(2) Inverse relationship between ordering cost and order size.

(3) Economic order quantity (EOQ) is the order size, which will minimize the total inventory cost and is determined at the point where the carrying cost curve and the ordering cost curve meet with each other.

                     _____            _________  

(4) EOQ =       2SO     =       2(640)(50) =  80 units 
                               √    C            √        10

 (5) Total inventory cost at EOQ = CQ/2 + SO/Q = (10 x 80)/2 + (640 x 50)/80 = $800

Safety Stock, Lead Time, and Reorder Point‗

(1) Safety stocks are maintained to take care of rainy-day emergencies such as delayed delivery and higher demand than expected.

(2) Lead time is delivery time.

(3) Reorder point is the amount of inventory, which will indicate the next order.

CHAPTER EIGHT     SOURCES OF SHORT-TERM FINANCING
Unsecured and Secured Credits

(1) 
Unsecured short-term credits are accruals, trade credit, short-term banks loans.

(2)
Secured short-term credits are accounts receivable and inventory loans.

Trade Credit

(1)
Open accounts, notes payable, and trade acceptances

(2) 
The cost of forgoing the trade credit: 2/10, net 30

% discount/(100 - % discount) x 360/n-day

2/(100 - 2) x 360/20 = 36.73%

(3)
Advantages are availability and flexibility

(4) 
Disadvantages are the cost of the cash discount forgone and the firm's practice of stretching out accounts payable.

Short-Term Bank Loans

(1) Notes, one-shot loans, or transaction loans

(2)

                 Line of Credit                                   Revolving Credit___

Informal commitment                             Formal commitment

No fees on unused credit                        Small fees on unused credit

Less than one year                                   1-3 years

Annual cleanup period                            No annual cleanup period

Compensating balance                            No compensating balance

Interest Rates

(1)
Nominal rate of interest, coupon rate of interest, and stated rate of interest.

(2)
Effective rate of interest, annual percentage rate, yield to maturity

(3)
Collect basis: i* = 1000/10000 = 10%

(4)
Discount basis: i* = 1000/9000 = 11.11%

(5)
Monthly installment loans: cash price = $12500; $500 down; $300 a month for 60 months

i* = (24 x 6000)/12000(60 + 1) = 19.7%

Accounts Receivable Loans

(1)
Pledging: no ownership change, no notification to customers, and recourse by lender

(2)
Factoring: ownership change, notification to customers, and no recourse by lender.

Inventory Loans

(1)
Floating inventory liens

(2)
Trust receipts

(3) Warehouse receipts: public and field warehouse

CHAPTER NINE
TIME VALUE OF MONEY
Four Basic Concepts of Interest

FVn = value at the end of n periods (compound value or future value)

PV = initial sum of money (present value or discounted value)

i = interest rate or discount rate

n = number of periods

IF = interest factor or discount factor

CF = periodic deposit or payment 

(1) Compound value:                       FVn   =  PV x FVIFn,i                          (9-3)

(2) Compound value of an annuity: FVA  = CF x FAAIFn,i                        (9-4)

(3) Present value:                             PV    = FVn x PVIFn,i                           (9-5)

(4) Present value of an annuity:       PVA = CF x PVAIFn,i                          (9-7)

The principal may be compounded or discounted more frequently than one time a year, such as semi annual, quarterly, monthly, weekly, daily, or even continuous compounding. In such cases, n and i  have to be adjusted before the above equations are used: (1) divide i by the number of compounding per year and (2) multiply n by the number of compounding.  

Present Value of a Lump Sum

(1) PV  = FVn x PVIFn,i; Use Example 9-4

(2) PV = 840, n = 3, i = 6%; what is FVn?

     840 = FV3 x PVIF3.6% (0.840)

     FV3  = 840/0.840 = $1000

(3) PV = 840, FVn = 1000, i = 6%; what is n?

840 = 1000 x PVIFn.6%
PVIFn.6% = 840/1000 = 0.840; Look down the 6 percent column of Table 9-3 to find that the discount factor for 0.840 is in 3-year row.

(4) PV = 840, FVn = 1000, n = 3; what is i?

840 = 1000 x PVIF3,i
PVIF3,i = 840/1000 = 0.840; Look across the 3-year row of Table 9-3 to find that the discount factor for 0.840 is under 6 percent column.

Applications

(1) Amortization with ex. 9-12


(2) Sinking fund  with ex. 9-13

(3) Present value of an unequal cash-flow stream with ex 9-14

(4) Bond value with  ex 9-15

(5) Value of perpetuities: ex 9-16

CHAPTER ELEVEN      COST OF CAPITAL
Component Costs of Capital

(1) Cost of debt adjusted for tax

(2) Cost of preferred stock

(3) Cost of common stock

Types of Weights

(1) Book value weights

(2) Market value weights

(3) Target weights

Capital Asset Pricing Model

(1) Efficiency market hypothesis: If stock markets are perfectly efficient,

     a.  current prices are  fairly priced

     b. no one can predict future prices accurately.  

                 c. if a and b are true, investors should diversify their investments. 

             (2) Systematic and unsystematic risks

 (3) Market portfolio

 (4) Security market line: Ki  = Rf + (Rm – Rf)(i    

For Component Cost of Existing Capital

____________________________________________
SECURITY                          COST OF CAPITAL____             
Debt                                              KD =  (1 – tax rate)        

Preferred stock                              KP = Dp/Pp 

Common stock                              KE = (D1/P0) + g 

____________________________________________ 
Numerical Example

Assumptions: before-tax interest = 9%, tax rate = 50%

Preferred dividend = $2 a share, price = $25

Common dividend in year 1 = $4 a share, price = 
$50, dividend growth rate = 4% a year

(1) After-tax interest = 0.09(1 - 0.50) = 0.045

(2) Cost of preferred = dividend a share/price per share  =  2/25 = 0.08

(3) Cost of common = (dividend  a share in year 1)/(price per share)  + dividend growth rate

                                             =  4/50 + 0.04   =  0.12

            ________________________________________________________________

Capital               Net Proceed      Weight       After-Tax Cost        Weighted Cost
Debt                         60                  0.3      x           0.045          =        0.0135

Preferred                  20                  0.1      x           0.080          =        0.0080

Common                120                  0.6      x           0.120          =        0.0720
 Total                     200                  1.0                                                 0.0935          
Optimum Capital Structure

(1) See Figure 11-3

(2) Definition: the combination of debt and common stock that will minimize the weighted average cost of capital

Optimum Capital Budget

(1) See Table 11-4 and Figure 11-4

(2) Definition: the amount of investment which will maximize the firm's total profits and obtained at the point where MCC = MRR.

CHAPTER TWELVE     CAPITAL BUDGETING UNDER CERTAINTY
Types of Expenditures

(1) Operating expenses

(2) Capital expenditures

(3) Sunk costs

Types of Projects

(1) Replacement projects designed to reduce operating cost

(2) Expansion for new projects designed to increase revenues

(3) Expansion for existing projects designed to solve both capacity and cost problems

(4) Others such as R&D, pollution control devices

Types of Investment Decisions with Example One: 

(1) 
Accept-reject decision: mutually independent and no capital rationing constraints

                        Accept projects A through D because they are profitable.  

(2)
Mutually exclusive choice decision: pass criterion (1) and have the highest return

                         Accept project A because it is the best one. 

(3)
Capital rationing decision: pass criterion (1) and do not exceed the capital budget.

                         Accept projects A through C because their combined investment does not exceed

                         $3,000.

(4)
Mutually complimentary projects: coal mining company and power plant

(5)
Contingent projects: a computer terminal to be housed in a new building

 Example One

Project                             Rate of Return                     Investment
  A                                           25%                                 $1000

  B                                           21                                      2000

  C                                           14                                      1500

  D                                           11                                      3000

  E                                             7                                        500   
The cost of capital = 10%

Capital budget       = $3000 

Project Life

(1) Physical life

(2) Tax life

(3) Economic life

Project Evaluation Techniques

(1) 
Payback period (PP): number of years required to recover the investment by net cash flows.

(2) 
Average rate of return (ARR): average annual profit/average investment.

(3) 
Net Present Value (NPV): present value of net cash flows - investment.

(4)
Profitability index (PI): present value of net cash flows/investment

(5) 
Internal rate of return (IRR): the rate that will make present value of net cash flows equal to investment. 

Numerical Example

Assumptions: Investment in year 0 = $12000

 Revenues = $11000 a year

 Operating cost = $5000 a year

 Economic life = 4 years

 Tax life = 3 years

 Sum of years digits depreciation

 Cost of capital = 10%

 Tax rate = 50%

________________________________________________________________________

                                             Year 1                   Year 2                    Year 3                  Year 4    

Revenue                             $11000                   $11000                   $11000                $11000

Operating cost                        5000                       5000                       5000                    5000

Depreciation                           6000                       4000                       2000                          0
Taxable income                 $         0                  $   2000                  $   4000               $   6000

Tax at 50%                                   0                       1000                       2000                     3000
Earnings after tax              $         0                   $   1000                 $   2000               $    3000

Depreciation                           6000                        4000                      2000                          0
Net cash flows                   $   6000                   $   5000                 $   4000               $   3000  
PP    = 2 + 1000/4000 = 2.25 years; maximum payback period

ARR = [(0 + 1000 + 2000 + 3000)/4] ( (12000/2) = 25%; minimum ARR

NPV = 6000 x 0.909 + 5000 x 0.826 + 4000 x 0.751 + 3000 x 0.683 - 12000

         = 14637 - 12000

         = 2637; positive

PI = 14637/12000 = 1.22; greater than 1

IRR: when annual net cash flows are the same; interpolation

Annual net cash flow = 4500, project cost = 12000, project life = 4 years

PVA = CF x PVAIFn,i;  12000 = 4500 x PVAIFn,i 

PVAIF4,i  = 12000/4500 = 2.667

19%                i---------y---------18%
2.639           2.667                  2.690
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IRR: when annual net cash flows are unequal: trial & error method

The first estimate of IRR: PVAIF4,i   = 12000/4500 = 2.667

This means that the real IRR will be around 18% or 19%, but it does not necessarily mean that the real IRR will be between 18% and 19%.

PVA at 18% = 6000 x 0.847 + 5000 x 0.718 + 4000 x 0.609 

  + 3000 x 0.516

= 12656
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CHAPTER FOURTEEN      CAPITAL BUDGETING UNDER UNCERTAINTY

Risk Assessment Techniques

standard deviation and coefficient of variation.

Risk Adjustment Techniques

Risk-adjusted discount rate and  certainty equivalent approach.

Utility Curve

(1) Bridge between risk assessment techniques and risk adjustment techniques. 



(2) Assumptions: (a) diminishing marginal utility; (b) many non-intersecting curves; and (c) each higher curve has a higher expected utility.






Numerical Example
__________________________________________________________________________

Pair                                Project                               NPV                            Standard Deviation
 1                                       A                                   $1,000                                      $400

                                          B                                     1,000                                        700

 2                                       C                                        900                                        400

                                          D                                        600                                        400

3                                        E                                        500                                        300

                                          F                                         300                                        210           
E: 300/500 = 0.60

F: 210/300 = 0.70

G: NPV = $500         Coefficient of Variation = 0.80

H: NPV =  400          Coefficient of Variation = 0.60

Portfolio Theory

(1) X: NPV = $152    Standard deviation = $1000

Y: NPV = -48     Standard deviation =     1000

(2) Portfolio return = 152 + (-48) = $108

Portfolio standard deviation = $0

(3) Correlation coefficient: plus, minus, zero.

CHAPTER FIFTEEN     INVESTMENT BANKERS AND CAPITAL MARKETS

              

                                                investment banker: underwriting and selling.

Primary  Market                      private placement.

                                                privileged subscriptions.

                                                exchanges: national and regional.

Secondary Market                  over-the-counter market.

                                               foreign exchange markets.

Preemptive Rights

Under the preemptive right, an existing common stockholder has the right to preserve his percentage ownership in the company. 

Key Terminologies

(1) Margin requirements are credit standards for the purchase of securities. If margin requirements are 60 percent, investors pay 60 percent of the purchase price in cash at the time of transaction and borrow 40 percent from a brokerage firm or bank.

(2) Short selling means the sale of a security that belongs to another person. The short seller borrows the security from a brokerage firm, sells it, and at some later date repays the firm by buying the security on the open market.

(3) Options are contracts which give their owner the right to buy (call) or sell (put) a specified number of shares of existing common stock at a specified price by a certain date.

(4) Futures contracts are agreements to buy or sell a specified amount of a particular security for delivery on a future date on a designated price. 

Three Major Functions of the Investment Banker

(1) Advice and counsel 

(2) Underwriting or risk taking

(2) Selling or best effort basis

Evaluation of Listed or Publicly Held Companies


(1) Advantages include easier capital raising and prestige.

 (2) Disadvantages include unnecessary exposure of key information and additional cost.

CHAPTER SIXTEEN     FXED INCOME SECURITIES: BONDS AND PREFERRED STOCK

Differences Between Bonds and Common Stock

See Table 16-2 on p. 287: Creditors versus owners, priority of claims , the rate of return, fixed charge versus no fixed charge, tax deductibility, maturity date, and voting rights.

Majority Characteristics of Bonds

Bond value, face value, coupon rate, yield to maturity, and maturity. Discuss the relationships among these five variables using Equation (9-10) and Example (9-15) on p. 169.

Types of Bonds

(1) Secured bonds:  (a) real estate mortgage bonds, chattel mortgage bonds, collateral trust bonds, and other mortgage bonds. (b) First mortgage bonds, second mortgage bonds.

(2) Unsecured bonds: frequently called debenture bonds, general obligations of the company. Holders are protected by sinking fund provision, a conversion privilege, certain restrictions, and an extra high interest. Senior bonds versus subordinated debenture bonds.

(3) Income bonds: result from corporate reorganization, and pays interest only to the extent of current earnings.

(4) Floating-rate bonds: interest rates are adjusted annually or semiannually on the basis of some indicators such as Treasury bill rates.

(5) Zero-coupon rate bonds: interest and principal payments are paid at maturity and sold at a deep discount. The market price = $123; maturity = 15 years; and face value = $1,000. What is the bond's yield to maturity?

Bond Ratings
(1) Debt ratio and times interest earned ratio are key guidelines for bond ratings. 

(2) Bond ratings determine interest rates and marketability of the bonds.

Reasons for Using Bonds

(1) No direct dilution of both control and earnings, favorable leverage, and tax deductibility for interest expenses.

Preferred Stocks

(1) hybrid nature 

(2) Key characteristics: par value, maturity, cumulative aspect, and participating feature, voice in management, and protective features.

CHAPTER SEVENTEEN     COMMON STOCK

Par Value

(1)
Par value is the face value of each share specified in corporate charter.

(2)
The board of directors assigns a stated value to common stock sold with no par value.

Authorized and Issued Stock

(1) 
Authorized stock is the maximum number of common shares a company can issue.

(2)
Issued stock is the authorized shares that have been sold. 

Paid-in Surplus

(1) The actual issue price of the stock minus its par value

(2) Those funds transferred from retained earnings

Legal Capital

(1) 
Definition: minimum amount of capital that the firm cannot legally distribute to its stockholders.

(2) Legal capital can be defined as only common stock or combination of common stock and paid in surplus.

(3) The purpose of stated capital is to protect the interest of creditors.

Majority Voting vs. Cumulative Voting

(1) 
Majority voting: accumulation of votes not allowed

(2) 
Cumulative voting: accumulation of votes allowed and makes it possible for minority stockholders to elect a few directors of their choice.

Classified Common Stock

(1) 
Class A stockholders have limited or not voting rights, but a prior claim on dividends.

(2)
Class B stockholders have full voting rights but a lower claim to dividends.

Other Topics

(1) A convertible security, generally a bond or preferred stock, is convertible into or exchangeable for a specified number of common shares of the issuing company.

(2) A warrant is similar to an option except that it is long term with an option period of 5 to 10 years, while an option covers only a short period such as 30 days.

CHAPTER EIGHTEEN     DIVIDEND POLICY AND RETAINED EARNINGS

Theories of Dividend Policy

(1) 
The choice is between cash income now and capital gains in the future.

(2)
Irrelevant theory says that dividend policy does not affect stock price.

(3) 
Relevant theory says that dividend policy affects stock price because of resolution of uncertainty, informational content, and preference of current consumption.

Optimum dividend Policy

(1) 
Definition: amount of dividend payments that will maximize the firm's stock price.

(2)
Must combine the company's investment opportunities and investors' preference for current cash dividends over capital gains.

Why price decline after point Q
Underpricing, Floatation Cost, Tax Consideration, and Diminishing Marginal Utility.






Actual Dividend Policy

(1) Stable dividend policy is most popular.

(2) Target dividend payout ratio

(3) Regular plus extras

Stock Dividends

             Stock Dividends                                                  Stock Splits

Less than 25% of outstanding shares                    More than 25 %

Bookkeeping transfer of funds necessary             No transfer

To conserve cash                                                  To increase shares

Q
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