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Fall 2010
Introduction

The purpose of this handout is to help you understand the key points from the FAME chapters and lab problems.  
As financial managers, you will need to be able to determine whether your stock will be attractive to investors.  You will need to understand the company’s hurdle rate (a firm’s required rate of return on investments) to determine whether the company you are analyzing is adding shareholder wealth or not.  The hurdle rate, also known as the weighted average cost of capital (WACC), is a combination of the costs of equity, debt, preferred stock, etc.  It is a critical piece of the valuation puzzle in determining the relative attractiveness of an investment or project.

In addition, you will also want to understand how each of these components is calculated to determine if the company is making good financing decisions or not. 
Computer Problems

This problem is not found in the book, but is a supplemental exercise. It is explained in Excel Spreadsheet on the IBC website.   In this problem we will calculate the Weighted-average Cost of Capital for a firm using both book values and market values.  

Key Readings

You are assigned to read Chapter 10.  It would be good to emphasize the sections on calculating the hurdle rate and calculating the Weighted Average Cost of Capital, pages 285 – 294.

Support Information

The WACC is a combination of the costs of equity, debt, and preferred stock.  It can be calculated using both book and market values (we get back to the issue about which is better from the first week of class).  This Lab gives you experience in calculating the component costs of the WACC.

Key Concepts

FAME Chapter 10
· Understand and know how to compute the Weighted Average Cost of Capital (WACC) using both book- and market-value weights.
· Understand and know how to compute the cost of equity using the Capital Asset Pricing Model (CAPM) and the Dividend Discount Model (DDM).  
· Understand that the cost of debt and bonds gets tax benefits.  Therefore, the after-tax cost = cost of debt * (1 – Tax Rate)
· Understand that there are costs associated with issuing financing and how those costs play into the weighted average cost of capital (WACC).
Figuring out the WACC/discount rate/hurdle rate is one of the single most important inputs into a Discounted Cash Flow (DCF) valuation model.  This may determine whether you decide to buy, sell, or hold a certain stock.
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