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rl '.rmunted cash-flow analysis. % You will Wt apable of describing the finance managers’ role.

- Pﬂf@f 4/ Oppﬂﬂlﬂﬂ] cost and is role . You will be competent to describe different goal of the firm and also be able o
2 ” d;;;oﬂﬂted cash ﬂow analj/ﬂ.f compare behween recognized goals of finance.
q/' ‘WU’;’” fdj)llﬂl market”’? L] You will bt proficient in talking about basic fihance theories as smch; DCF,

), 155HeS.
0f market effioienty
ﬁrmiwn asymmelny.

Efficiencies, Asymmetry of Information, EVA & MVA et

“Increasing shareholder value over time is the bottom line of every

' move we make”
: T ROBERT GOIZUETA

4 % e ' | | Former CEO, the Coca-Cola Company
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deas:on making.” Howard & Upton

Fmanaal management means the entire managerial eﬂ'orc devated to the management [
. both the sources and uses of the enterprise’

. ~ ~

to the arrangement of cash and credit so that the organization may have the means to ‘
its objectwes as sabsfactonly as possible.” Anonymous

So finally- we can say that, financial management is the process of determining the requtred.
amount of fund, finding the available sources of fund, calculating the nominal and effecﬁve ost

of each source of fund, conservating the collected fund, and: allocating them optimally i b der
to achieve the goal of an organlzatlon

1.2 FINANC!AL MANAGEMENT PROCESS

Financial
~ Planning &
Control

~ Investment,
- Financing, and &
Dividend ~
Decisions
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Managerial
Functions

= I - | : : I : l g .- Financial Planning

Investment Financing : Dividend AAsset - Identification of
Decision _ Decision Decision Fianageteens . Sources R
A Decision . - Raising of Frnd n
: - Investment of Fund :
: - Distribution of Profits
Working Capital ' ‘ -. Forecasting Cashflows
Management - Coordination & Control
- Dealing with Financial
Market
- Risk Management

Capital Budgeting

MANAGERIAL FUNCTIONS
Financial management is concerned with the acquisition, financing, and management of assets
with some overall goal in mind. Thus, the decision function of financial management can be

broken down into three major areas: the investment, financing, and asset management

decisions.

Investment Decision - Where to invest fund and at what amount? The investment

—

decision is the ‘most important of-the firm's three major dec:snons It begins with a

————— e

_determination of the total amount of assets needed to be held by the firm. Picture the firm's

balance sheet in your mind for a moment. Imagine liabilities and owners' equity being listed on
the rlght side of f.he firm's balance sheet and its assets on the left. The financial manager needs
to determlne the dollar amount that ‘appears above the double lines on the left-hand s1de of
“the balance sheet—that is, the size of the firm. Even when this number IS known. the
: composn:lon of the assets must still be decided. For example, how ‘much of the ﬁrms total

need to be reduced ehmmated or replaced.

R
2 -rm_ir .E" o
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Financing Declsion - Where to raise funds and at what amount? The luomi najor
~ decislon of :_Ip_firm Is the financing decision. Here the financial manager Is concerned with th

makeup of the right-hand side of the balance sheet. If you look at the mix of financing for
firms across industries, you will see marked differences. Some firms have relatively large
amounts of debt, while others are almost debt free. Does the type of financing employed .
make a difference? If so why? And, in some sense, can a certain mix of financing be thought of -

as best? The financing decision covers two interrelated aspects: (1) capital structure theory,
and (2) capital structure decision. :

Once the mix of financing has been decided, the financial manager must still determine how
best to physically acquire the needed funds. The mechanics of getting a short-term loan,

entering into a long-term lease arrangement, or negotiating a sale of bonds or stock must be
understood.

Dividend Policy Decision - How much to pay by way of dividends? Dividend policy must

' be viewed as an integral part of the firm's financing decision. The dividend-payout ratio
determines the amount of earnings that can be retained in the firm. Retaining a g?e;t;;‘ _
amount of current earnings in the firm means that fewer dollars will be available for current |
dividend payments. The value of the dividends paid to stockholders must therefore be

balanced against the opportunity cost of retained earnings lost as a means of equity financing. 1

Asset Management Decision - The next important decision of the firm is the asset

management decision. Once assets have been acquired and a
these assets must still be mana

T

ppropriate financing provided,

geq efficiently. The financial manager is charged with vary—i?lg
degrees of .operating responsibility over existing assets. These responsibilities

require that the
financial Manager be more concerned with the management of current assets than with that of

fixed assets. A large share of the responsibility for the nianagement of fi
reside with'the operating managers who employ these assets.

ROUTINE FUNCTION / o,

These are mainly day-to-day functions of a financial man
into the following category: |

l
J

xed assets would

ager. Routine functions are subdiv@gd N

» 2 A 1.

financial actions and activities that are to be foll

_ nnected with finz
term planning of an organization has interconnected links with every oth

business. Future investments -are usually backed by differen!: ﬂnan.cing'al;“ R
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i vﬂstments ShOUId be ﬁnanced by Iong-term sources and short-term should be from M :
~ term sources. These matching and future activities categorically need a planning without which
the organization cannot attain its pick ,.

‘—.w ——-r

ldontiﬂcatlon of Sources: A financial _manager. must have to decide the sources from where

the organization will be fin: nanced. The followings can be the options according to the'f '
o il

e e gt e W PV SO

organizational activities. There are short-term, mid-term and long-term sources of fund. They .

 are available from Banks, Financial Institutions, Specialized Financial & Investment Companies,
Insurance Companies, Bonds, Shares and Personal Sources. Financial Manager has-to identify
the cost effective.and most desirable source for its financing. |

Raising of Funds: After identification and all other planning financial manager has to decide.
from where he will raise the funds. The financial manager should take the decision according
o the financial needs and demands of the organization. At the time of raising funds he must be

aware of the interest rate of the fund. The raising of fund involves very complex procedure.
The financial manager should be conscious enough to handle those procedures “and
requirements.

~

- Investment of Fund: The financial managers need to take decisions for the sh_o_rl:—_ter_m
mvestmen_;_ of fund. For the proper utilization of the idle funds time to time firm goes for the
shot-term investment. At the time of short-term investment a financial manager must ensure
liquidity of the fund and earnings from the investment. As financial managers take decision
about the investment the responsibility of protecting invested fund goes in their shoulder. By
analyzing the risk of different investment managers have to find the least risk sources to ensure

" the protection of fund. Financial managers also have to find out the highest profitable

investment at a low risk.

Dlstrlbut:on of Profit: Financial managers are also responsible in maktng cjecmor_[ ior yearly -
profit payment. The financial managers make proposals for the prof it payment and after passing .
the proposal from the AGM the financial department goes for the distribution of the yearly . =

profit. Mainly there are three options for the distribution of the profit. Company may provide .'_.:,/ :
-~ 100% Pprofit or 100% retention or partly payment and retention. ‘ ) “

 Fore Casting of Cash Flow: A financial manager knows cash is the life blood of an'{
~ Orgaiiization. They also know profit of the balance sheet doesn't mean ‘the better position of 35
- the company unless the finance department got the cash in hand. So, a financial manager»_-_;}

~ Needs to analyze and forecast the cash flow of a business. By forecasting he can ldentify the
: @um cash reqwrements and cash availability in different pomt in time. If there is any s

?I'plus of fund the financnal manager can take appmprlate decislon.

] “,- . ., | s & _P ‘.“
rf i ~ " : B .. Rl ] o N “. $ = .':". - h-"j.‘.'ﬁgtvku s

e 0
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' lnwn ﬂm the firm ls oporatod as afﬂclontly as posslbh. All business dacllleni have fihanci
implicntions. and all managers — financial and otherwise — need to take this into |
y Déallng with the Financial Markets: The financial manager must deal with the " !
 capital markets. Each firm affects and is affected by the general financial markets whm funi
£ are raised where the fund's securities are traded, and where investors either makl or
‘money.

Risk Management~ All All business faces risks. Many of the risks can be reduced by pu*chasltg"
insurance or by hedgmg in the derivatives markets. The financial manager is responsible for th.
firm’s overall risk management program, including identifying the risks that should be managod

and then managmg them in the most efficient manner-.

THE GOAL OF A FIRM wer AH AR
very firm has a goal to make the firm investment and financial decision rational. The goal or v
objective prowdes a framework to the firm for making optimum financial decision. It is . |

generally agreed theory that the goal of the firm should be the maxumlzatlon of owners’ |

e —————————

economic welfare The goal or objective provides a framework for optimum ﬁnanmal decision

e v,

making. It is concerned with designing a method of operating the internal investment and
financing of a firm. There are three alternative approaches to the goal of a firm. Profit

maxumzatlon was initially the generally accepted theoretical cnterlon for making eﬂ'iciént.

4
economic decisions. In current financial literature, it has been replaced by the maxnmization of: |
~earning per share and finally the wealth maximization decision criterion because of the ;

shortcomings of the former as an operational criterion. Value maximization is simply Thg
extension of profit maximization to a world that is uncertain and multl

IS
O oot wwuh*anmhwm'
@ww\-}u womm%mhw :

-period in nature

Wealth
Maximiza.tion

i

S

ngimmtioh df EPS
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crlterlon lmPlles that the mvestment, f inancing and dividend policy decisions of a ﬁrm should»___' ey by
be oriented to the maxlmlzatlon of proﬁts s

The term ‘profit’ can be used in two senses: Owner oriented concept ang Operational
l concept. As a owner oriented concept it refers to the amount and, share of total income
which is paid to the owners of business. In the operat|onal concept, proﬁtablllty refers to a
situation where output exceeds input, that is, the value created by the use of resources is
more than the total of the input resources. Used in this sense, profitability maximization
would imply that a firm should be guided in financial decision making by one test: select assets,
pro1ects and decision which are profitable and-reject those which are not.

Profit can be maximized in the following three ways: - P l F AR WS 2o4 o M%""g
g Se—— 5
* By reducing cost WAG | W 2 l*fﬁ 4 1 eBWAL Dl*
- = By providing quality goods and services ' el - \

LA o
» By creating additional demand '

Ratnonale for profit maximization as the goal of a firm:
The rationale behind profit maximization, as a guide to financial decision making, are: -

Profit is the yardstick to measure efficiency: Profit maximization is a test of economic . &%
efficiency. It provides the yardstick by which economic performance can be judged. |
Proper utilization of resources: Profit maximization leads to efficient allocation of
resources, as tend to be directed to uses which in terms of proﬁtabillty are the most

- desirable. »
Social welfare: Profit maximization ensures maximum social welfare. The individual search

for maximum profitability provides the famous ‘invisible hand’ by which total economic

- welfare is maximized.

Criticism of profit maxlmization'
| The profit maximization criterion has been questloned and crmmzed on several grounds The : »
~ main techmcal ﬂaws of this criterion are: . i, ! , : o

Ambigulty The term profitis a vague and amblguous concept. It has no precnsevconnotaﬂm ‘
tis amenable to different interpretation by different people. To illustrate, profit may be '
term or long term; it may be total proﬁt or rate of profit; it may be before-tax or after

may be return on total capltal employed or total assets or shareholders equlty and o
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ignores the dlfferences In the time pattern of the benefits received from Investmont propaul@’ S
or future courses of actions. Because the firm can earn a return on funds it receives, i;he o
recelp; of funds sooner rather than later is preferred. The profit maximization criterion d.oes '.
not consider the distinction between returns received in different time periods; and treats .aI.I-_ 1

benefits irrespective of the timing, as equally valuable.

Period SR —— ' 1
Project - A Project - B N % ]
| [5,00,000 = | |
2 10,00,000 %
3 15,00,000 40,00,000
Total 40,00,000 40,00,000

-

The total profits associated with the alternatives, A and B, are identical. If the profit
maximization is the decision criterion, both the alternatives would be ranked equally. But
alternative A provides higher returns in earlier years, the returns from alternative B are larger
in later years. As a result, the two alternative courses of action are not strictly identical.

Quality of Benefits: Profit maximization ignores the risk aspect associated with a financial

-course of action. An uncertain and fluctuating return implies risk to the investors. Investors

.

are risk-‘averters They are expected ta have a preference for a return which is more certain
in the sense that it has smaller variance over the years. The problem of uncertainty renders
profit maximization unsuitable as an operational criterion for financial management.

‘STATE OF ECONOMY PRORT TS 8.4 o gl
PROJECT - A PROJECT - B -
Recession (Period |) 9,00,000 -
" Normal (Period 2) 10,00,000 ~10,00,000
Boom (Period 3) . | 11,00,000 ~20,00,000
Total . 000500 | 300,000, ot

The total return associated with the two alternatives are identical in a normal SItuatlon. Bub |
_the earnlngs associated with alternative B are more uncertain (risky) as they ﬂuctuate P
depondlng on the state of the economy. Obviously, alternative A is better in terms of
uncertainty. The profit maximization criterion fails to reveal this, :
Thu:, the profit maximization criterion s mappropriate and unsuitable G
_objective of investment, financing and dividend decisions of a firm, '

¥ " »
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*.. not consldor time value of money: The m:dninﬁon of EPS as a ﬂ
',M time value of money. The nominal value of a stream of EPS will be growing in f
However, the real value or present value of that high nominal future EPS can be less than the
current EPS. That is value of EPS in future cannot be understood from current EPS. :

EPS does not consider the riskiness of a project: Concept of EPS max:mmﬁon does not
consider the riskiness of a project. The future EPS stream can be very much volatile in nature;
) mrdngly the risk-adjusted cost of capital will be much higher for the firm. There by the
discounted value of EPS may tell us a different story than a simple concept of EPS. As such

maximization of EPS also cannot be considered as a goal of a firm.

|

. EPS does not consider dividend policy of the firm: Concept of EPS maximization does not

. consider dividend policy of the firm. The dividend policy of the firm tells us how much profit will
be retained by the firm for reinvestment as a source of internally generated capital. The growth

of future EPS depends significantly upon retention of profit and its proper reinvestment

143 WEALTH MAXIMIZATION \/

Wealth maximization is also known as value maximization or net present worth maximization. :

~ Waealth or net present worth is the difference between gross present worth and the

of Capitzl investment required to achieve the benefits,
~ Asa decision criterion, the wealth maximization criterion involves a oomwban d

i ‘;Q"‘, My financial action which creates wealth or which has a net pmon ;‘_‘j— -
| and should be undercaken. Conversely,any fnancial action which do
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Financial §. F'na‘nclal
Manage: B DCC'SI(TH
) Alternatives

R R S —————_—

7 Accept

Figure: Financial Decision and Share'Pri'c:e

Net present value of wealth can be calculated as shown below:

W=NPV=L+-AL—+—L+ ————— + 4 -
' 1+ k) (1+ k)2 A+ k)* A+ k)"
Here,
W = wealth
Al, A2, A3, ... An = the stream of cash flows expected to occur from a course of aceon

k = cost of capital / appropriate discount rate to measure risk and timing

C = capital / initial investment

Rationale for Wealth Maximization as the Goal of a Firm:
Clear Concept: The wealth maximization criterion is based on the concept of cash flows

generated by the decision rather than accounting profit which is the basis of the measlu'ement /

of benef‘ ts in the case of the profit maximization. Cash flow is a preC|se concept wnth a

definite connotatlon.

Considers risk,_ timing of return, and time value of money The wealth m"
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those pmwding the resources necessary for its undertaklng tn applylns ﬂ'tﬂ Wﬁwﬁi ;

crlmnon, the term value is used in terms of worth to the owners, that ls. *1

neither total profit maximization nor the maximization of EPS can bring about_ '

" mxmwn welfare to the shareholders On the other hand, the concept of wealth %

maximization can overcome the limitations of profit maximization. Because wealth of a
: sim-eholder is represented by the market price of an mvestors stock in the firm. The prlce of
| the stock is dependent on present income as well as the present value of future |ncome of the | 4 _ g
’ l'rm. The present value of income of the firm is determined through dlscountmg the‘future :

! income flow using the risk-adjusted cost of capital of the firm.

The dividend policy of the firm does also mﬂuence the value of the firm's stock. The
5$tributlon of current earnings between dividend and investment mfluence future cash flow of
the firm. Thus, the concept of wealth maximization ultimately maximizes the mvestors
| welfare in the form of maximizing the share price of the firm. That is, the more efl'ectlve
investment decisions the firm take up and the more appropriate ﬁnancipg decisiorl the‘i
“ﬂmsement takes up, the future cash flow will be higher and the cost of capital will be lower. .:' ‘ v .
Accordingly, the present value of future cash flow of all the projects of the ﬁrm will be hlgher. e of

Th? stock market will reflect this situation through enhancing the stock pn_ce of the firm.

mﬁ;thewealth position of the stockholders will be maximized.

33 PROFIT MAXIMIZATION Vs WEALTH MAXIMIZATlON
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Value rm could not r
increased by profit maximization | share price the total value ;
* the firm can be increased
Risk ' It does not consider the I consi r |
” uncertainty & risk | and rltk ,«,,I, .
' Cash flows - It doesn’t consider the cash It conslders the :
 flows
Bxactness Itis nota clear concept It'is a clear concept 5 ‘

1.6 STOCK PRICE MAXIMIZATION AND SOCIAL WELFARE

If 2 firm attempts to maximize its stock price, is this good or bad for society? In general, it is
good. Aside from such illegal actions as attempting to form monopolies, violating safety codes,
and failing to meet pollution control requirements, the same actions that maximize stock
prices also benefit society. ‘ -
First, note that stock price maximization requires efficient, low-cost businesses that Pm
high-quality goods and services at the lowest possible cost. ' o
Second, stock price maximization requires the development of products and sdrvic.s.
consumers want and need, so the profit motive lead to new technology, to new products, an

to new | 5
Finally, stock price maximization necessitates efficient service, adequate sto |
merchandise and well located business establishments these are the factors M

sales, which in turn are necessary for profits. Therefore, most actions

increase the price of its stock also benefit socioty at large. This is why p

enterprise economies- have been so much more successful than soc

- economic systems. Since financial management plays a crucial roh

M firms, and since successful firms are absolutely "m")'
wummeMhmmm&m >

&
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What do you mean by financial management! Also sho;lﬂu ﬂlmcldjt . LJ emen

'
-

What role finance managers play in a modern enterprise! / functions of fin: nc ' 3
scope of business finance. (NU BBA-2010) o e

What should be the goal of a firm! : N ;.J

= Why is wealth maximization considered as the ultimate goal of a cor . |

R
“The ultimate goal of a business enterprise is to maximize wealth, not profit “" v-.
maximization”- why? ; ¥
Contrast between profit maximization and wealth maximization.

‘The profit maximization is not an operationally feasible criterion’. Do you
agree! lllustrate your views. : ‘
In what ways is the wealth maximization objective superior to the profit
maximization? Explain.

A \ © (NU BBA - 2008, 2010, 2013)
- Q-14 Distinguish between profit maximization and wealth maximization.
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eAsH FLOW (ncr) ANALM
The process of valuing future cash flows is called discounted cash ﬂow am‘yﬂ.
basis for discounted cash flow analysis is the time value of money. Dbm
analysis can be broken down into foIIowIng four steps:

1. Estimate the future cash flows: The financial manager have to estimate the fut
flows that mh‘ be generated from any particular project or assets. '
2. Assess the riskiness of the flows: when cash flows are being estiﬁ\atgd, the DC
uncertainty inherent in the cash flows must be assessed. |
3. Incorporate the risk assessment into the analysis: Assessed risk can be handled in tw
ways :i) By the certainty equivalent approach or ii) by the risk-adjuétéd discount >' 3
approach.
B In the certainty equivalent ap:proach. the expected cash flows are reduced to account
for risk. The higher the_risk, the lower the risk-adjusted or certainty equivalent, cash

flow.

® In risk adjusted discount rate approach, the discount rate rather than the cash flow is

- adjusted for risk- the higher the risk, the higher the discount rate.

1 2 2
A L | ] |
g " CF CF; _ CF; - CF..
PV CF, q—J :
PV CF, 4——..' 2 [ ~
r PV CF; '
?' g ; PV CF; V

y e 1 — PVCE|l
PO IA ; Z ) Present Valug.'
Vo CF‘ CFz' | ‘CF" ; dF

5 CF .Z";,' ' : "‘s A7 s

f@‘.?%‘

'-' '..',

Al X é’iﬂ"hvum:ﬁﬂ Ol - ] %
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';Lr ‘ﬂows using the approprlate dlscounting rate or the opportunlty cost of cnpld
- The following time line and equation summarize the discounted cash ﬂow approIEh“'@“ ‘

g "

: valuatlon._ : ‘ - " . | ' i

Here Vo is the current, or present, value of the asset; CF, is the e;cpe_cted cash flow at Period
gk isthe required rate of return for each period's cash flow; and n is the number of p‘erieds
il over which ‘cas.h flows are expected to be generated. If the cash flow stream exhibits cerrain

: regularities.‘ and if the required rate of return is constant, then Equation ean be‘ reduced to a
simpler fdrm. We will examine both the general case set forth in this equation and severa_I

simpler reduced forms.

Note that the basic valuation model can be applied to physical assets as well as to direct claim

: ;ecurities. Physical assets include land, buildings, equipment, and even whole businesses.
Direct claim securities, which are pieces of paper that represent claims against cash ﬂows.~
generated by physical assets, are divided into three primary classes: (1) debt, which is a
contractual obligation calling for specific payments, (2). Preferred stock, which .is a[sd;
contractual in nature but which has a claim to income and assets after the firm's debt. and (3) '

T Common stock which represents ownershlp and which, has a residual clalm to all income and

o e
» 4 -

?Ssgts after the claims of debt holders and preferred stockholders have been saﬂsﬁed.
' 1.2 OPPORTUNITY COST AND ITS ROLE IN-DCF ANALYSIS

OPP°"UNity cost refers to the cost of sacrificing the current alternative to aV!ﬂ th‘

thm

3't°matlve, or in another way the most valuable current alternativc
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W W lmlycls it is necessary to mlgn an opportunicy cost ¢
e :‘ nihctﬂ\m factors: |
l The riskiness of the flows: The discount rate must reﬂect the risk

cash flows-the hugher the risk, the higher the discount rate. For examplc; th!

_

~ rate used to evaluate corporate bonds will be higher than that used to " alu
treasury bonds.

B The prevailing level of rates of return: The discouﬁt rate must reﬂed: dle
préyailing level of returns in the economy. For example, 3 months treasure rate ca

be applied to discount the cash flows having tHe same level of risk.

B The timing of the cash flows: The final consideration is the timing of the cash

 flows. If the cash flows occur annually, no adjustment is required with the discount

rate. However, if the cash flows occur semiannually or quarterly, then the di

rate must reflect this fact.

#

J ,

\/(r}/{ PERFECT CAPITAL MARKET \/\//

A market in which there are never any arbitrage' opportunities. A market is sald to
perfect capital market if holds the following assumptions (Fama and Miller 1972):

\ M There are no transactions costs.

3 M There are no taxes.

4 N ‘ There are large number of buyers and sellers, so the actions of no one b
affect 1£he price of thé traded séc‘urity. 1

SR W% Both lndlwduals and ﬁrms have equal access to the market.

Lo

) ,
71- "‘. n' P - iy L ?
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‘ROLE OF PERFECT CAPITAL MARKET ASSUMPTIONS IN
TI-IEORY? , -

Irrelevance Theorems, the Capltal Asset Prncing Model (CAPM) and the Option Pridm
-Models, other theoretical works such as the Efﬁcient Market Theory, the Dividend Dascoum:
Model (DDM), the Arbitrage Pricing Theory (APT), and the theories about agency'costs and
information signaling are common- in the field of modern financial decision making. '

Typically we say that all theories are based on a set of assumptions and they are considered |
to be very crucial and unrealistic as well. There is no such theory in the field of finance and

economics is free of assumptions. Because assumptions help creating the. atmosphere to.

implement any theory, which may not be unrealistic.

Assumptions holds under the perfect capital market are found to be the bench mark or in y
most of the cases the fundamental pillars for the development of other finance theories. Soat ‘
the end we can say that perfect capital market assumptions are the guided principles based on 'i

which-most of the finance theories were developed.

M PR o
1.7.5 AGENCY ISSUES ,_(“'~ iy AL

Agency cost refers to the cost of resolving the conflicts of interest among stock'holders.

-.\-\"A o

bondholders and managers Agency cost includes all costs demgned or incurred to encourage N
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or meiny’s porfeﬂmnca. lf ahy amnimlan ‘t’
er: eep be cemponsnted and the compensation can be in thl fom ﬂ
y

m 1 l),A sE lﬁed annual salary designed to cover uviruxpenses, i3 f-ﬂ ,'
2 A bonus paid at the end of the year which depends on the company’s prof

during the year and : ~ -4 ‘

. ; 3) Optlons to buy stock, or actual shares of stock which reward the exeam

O —— i nagi e e

L - the firm’s long- term performance.

| - - W Direct intervention by shareholders: Although a great deal of stock is owned by
‘ ' y mdmduals an’ increasing. percentage is owned by mstltutlonal investors such as.
insurance companies,.pension funds, and mutual funds. This institutional investors can

enforce firm's managers for impiroving their performance and sometimes give

suggestions regarding how the business should be run.

"

- B The threat of firing: The CEOs or other top executives can be forced out of oﬁ'ne

due to the company's poor performance, g .

.‘i - “f

B The threat of takeover: Hostile takeover are most likely to oceur when a fir

F i
stock is undervaiued relative to its potential. In a hostile takeover the manage

the acqunrec firm are generaily fired. Thus, mandgers have a strong incentive to

actions which maximize stock Prices and possible to avoid take over.

l 7.6 CAPITAL MARKET EFFICIENCY

_One of the most important financial theories is the efficient market hypoﬂlems' . .
- market refers to the market which s mformatlonally efficient. This implies that :
b 'securttles fully reflect all available information, Therefore In efficient capltal

of.stgcks are adjusted almost ummediately to reflect the new i
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m.l a 'Informatic-on must be costless and it must be available to all market ¢ .
J - same time. A '
B There can be no transaction costs, taxes or other barriers to trading N
B Prices cannot be affected by the trading of a single person or institution

 Based on the informational contents and efficiency a market can be divided into three forms;

Weak form of efficient market
Weak form efficiency implies that all information contained in past price movements is fully

reflected in current market prices. Weak form efficient market assumes that current stock

prices fully reflect all security market information, including the historical sequence of prices,
" rates of return, trading volume and other market segmented information such as odd-lot

transactions.

Semi-strong form of efficient market
In the semi-strong form efficient market, the current market prices reflect the information ;
that are contained in past price movements and all other publicly available information. That

means if the market is semi strong form efficient then all the security market information

which includes historical sequence of prices, rates of return, trading volume, odd-lot
“transactions and all public information which includes non market information’s such as <
érnings and dividend announcement, price to earnings ratios, dividend payout ratio, stock
split, néws about economy and political news are reflected in,current market prices. In semi
strong from efficient market there is no need to concern about the in formatlons that are
= published in annual report, financial magazines and financial news service- because
information inherent in this documents or publications will already be mcorporated into st sk

- prices.

3 Sfrong form of efficient market
strong form efficient market hypotheSIs |mplles that current market. '
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-~

o 1.7.7 ASYMMETRY INFORMATION THEORY

When investors have the same information about a firm’s prospects as its managers, thi

S called symmetric information because both those who are inside the firm (managers,
employees) and those who are outsnde the firm (investors) have identical lnformatlon.

a condition which we believe to persist in a perfect capital market.

However, we know that in fact managers generally posses better information about their
firms than do outside investors. So the situation in which managers have dlfferent (better)

information about their firm's prospects than do outside investors called asym etric

information.

+  +Example: Managers of any company are insiders, and hold detailed knowledge about all fz
of the frms operations. Shareholders, on the other hand, are dependent on managerr

their knowledge of the firm. As a result, managers can I:mlt the mformatlon recel\ulz

"~
“*

shareholders. This information asymmetry allows’ managers to make decisions wn:hout havil

'l
A

to be fully accountable to the firm’s owners. The manager-agents can get away wnth
<

decuslons that favor their own interests at the expense of the shareholder prmcnpals .
v\l'
£

3 el

'ECONOMIC VALUE ADDED (EVA) AND MARKET VALUE'.
(MVA)

Two new analytical approaches have been developed that focus directly on

- success or failure in maXImlzmg shareholder wealth: Market value added (MVA)‘ ol
value. added (EVA) |
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ate, consider coca—cola In |994 its total market value was $61 bllioﬂa.
had supplied only $8 billion. Thus, coca-cola’s MVA was $6l $8ﬁ 353 m

m'ﬁ?nmg this spread management maximizes the wealth of its shareholders. '

o

: Economlc value added focuses on managerial effectiveness in a glven year. The basc: --.t

’ ulafor EVA is this:

QA "Operatlng proﬁt Cost of all capital
= (Sales revenues — operating expenses — taxes) - (Total capital supplled*cost of CM

To lﬂustrate, suppose a firm in 1995 had $100 million of sales, $80 million of operatn$ eom
-w $10 million of taxes, so its operating prof its as defined were $10 million. Suppose fuﬁhar

1:he firm had $50 million of investor-supplied debt and equity capltal and the

ge cost of that capital was 10 percent. The firm’s 1995 EVA would thus be $5 m

A=$IO-$50(0 10) = $|0 $5= $5 million. So it can be said that EVA is an esam

'lu

s's true economic proﬁt for the year.
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Define and discuss 'discodnted cash-flow analysis. (NU BBA - 2009) .

. ‘Q - 1.6 Concept of opportunity cost and its role in discounted cash flow analysis. |

Q-7 What is meant By a “perfect upiﬁl market"? (NU BBA — 2008, 2011) &
Q-1.8  What role does the perfect capital market assumption play in financial theory? (NU B
2007) A

Q-1.9 ~ Define agency costs. What mechanisms exist that encourage managers to act infd;e:,; : ,

interest of the shareholders?

.

Or, What is agency problem? When may this problem arise and how can this prob
solved? (NU BBA 2007, 2010, 2011,2013) =
- Q-110 Define market efficiency. What are the different forms of market efficiency? g

ik

Q- LIl What is meant by symmetry and asymmetry of information? Explain the concept usung
proper example. |

Q-1.12 Define and discuss the concepts of Economic Value Added (EVA)
and Market Value Added (MVA) with suitable example
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